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PREFACE 


The terms of reference set forth in the Order-in-Council under which we 
were appointed in June 1969, were “to inquire into and report upon the 
causes, processes and consequences of inflation and to inform those making 
current price and income decisions, the general public and the Government 
on how price stability may best be achieved”. 


On June 20, 1972, we published a Summary Report containing our main 
findings and policy recommendations. We indicated in the preface of this 
Summary version that we would make available later a fuller account con- 
taining a more comprehensive and technical analysis of the issues. Since the 
contents of the present publication are directed solely to the analysis of the 
“causes, processes and consequences of inflation”, while our recommendations 
on policy are confined to the Summary Report, we have felt it would be a 
convenience to readers to have the two documents available together. We 
have, therefore, included the Summary Report as an Appendix. 

In preparing this Final Report, as in carrying out the other work of the 
Commission, we are grateful to those who have been directly associated with 
us. The former Vice-Chairman of the Commission, Mr. Paul Gérin-Lajoie, 
played an important part in our attempt to obtain general agreement on the 
prices and incomes restraint program in 1969, and in the preparation and 
execution of the program of price restraint adopted at the National Confer- 
ence on Price Stability in February, 1970. Mr. Bertram G. Barrow, who 


iii 


served as a Commissioner during most of 1970 and part of 1971, was pri- 
marily responsible for the successful administration of the price restraint 
program and helped in initiating the preparation of contingency plans for a 
mandatory control system. 

There were many in the Prices Division who made significant contributions 
to the Commission’s work and it is hard to point to any without mentioning 
others. Two names do stand out. In the two and a half years he spent with 
the Commission, Mr. F. Leslie C. Reed helped to initiate our work in the 
prices area and held key positions both during and after the end of the formal 
price restraint program. Mr. John Hague, who was with us from the begin- 
ning to the end, made himself indispensable and ended up in charge of the 
contingency planning of the Prices Division. 

In the incomes area, Mr. Stanley D. Cameron served with distinction as 
Director of the Wage and Salary Review Division and, aided by a small but 
able staff, has been in charge of the contingency planning in this field and 
has assumed responsibility for the Working Group which will succeed the 
Commission. | 

In the Research Division, under the able direction of Professor John G. 
Cragg, the Commission undertook a varied program of specialized studies 
bearing on many of the questions discussed in this report. A series of Com- 
mission studies will be issued reporting on this research, which was carried 
out both by economists on our own staff and by others working on contract 
at various universities. 

Special mention must be made of the part played by Professor Donald F. 
Gordon, a Canadian economist teaching at the University of Rochester. In 
terms of the ideas contained in the Summary and Final Reports, he is in a 
real sense a co-author, although he cannot be held responsible for any misuse 
we have made of his many contributions. 

We were singularly lucky in the high quality of the administrative group 
which provided support for the Commission’s operations and research. It 
would be easy to name twenty or more people who made a valuable contri- 
bution in this respect. Two who were with us from the start deserve special 
mention. One of them, Mrs. Jean Orr, organized and operated what proved 
to be an excellent Commission library. The other, Mr. Gerald A. Berger, 
served throughout as Secretary of the Commission. His contribution, which 
spanned a wide area of information services, personnel, finance and govern- 
mental relations, was of the kind one hopes to get from a first rate admin- 
istrator. 

More generally, we owe a good deal to our outside consultants and to a 
number of people within governments, unions, corporations, associations, 
the media and the universities as well as the public at large, for their ideas, 
their efforts and their support. In recent years economic policy, like the 


management of other human affairs, has faced such intractable problems in 
so many countries that it has often seemed— 


“Things fall apart; the center cannot hold; 
Mere anarchy is loosed upon the world...” 


At any point in time it is easy to conclude that there are only a handful of 
people scattered throughout society who see clearly enough and are prepared 
to act firmly enough to avoid a test being made of how much ruin there is in 
a nation. It has been our good fortune to work with a number of those who 
could justly be described as forming part of the center holding things together. 
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chapter one 


AN OVERVIEW OF CANADIAN INFLATION 


Introduction 


Most people in Canada today use the term “inflation” as a label for a con- 
tinuing rise in the average level of consumer prices at rates substantially 
higher than some minimal figure which has come to be regarded as normal 
on the basis of past experience. This is rather an imprecise way of referring 
to a highly complex phenomenon, but it has the advantage of common usage. 


Of course the prices paid by final purchasers of consumer goods and ser- 
vices at the retail level represent only one category of a whole interrelated 
structure of “prices” whose strong upward movement during inflationary 
periods progressively reduces the worth of any given sum of money in terms 
of what it will buy. As one goes back through the productive process, one 
finds that retailers face rising wholesale prices and distribution costs, while 
producers face rising prices for the materials and services used in their opera- 
tions and for the equipment, construction services and finance required for 
new investment. At all levels of production and distribution, rates of employee 
compensation for labor services—usually a major element in total costs— 
tend to rise more rapidly than in the past. The prices of existing assets, such 
as buildings and real estate, are also affected, together with the rents charged 
for the services they provide. 


Using the term in the conventional sense referred to above, there have 
been two major bursts of inflation in Canada in the last 20 years. The first 
of these outbreaks occurred in the mid-1950s and, though sharp, was of fairly 
short duration. Towards the close of the 1950s, the rate at which the price 
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level was rising subsided again, and for several years Canada experienced con- 
sumer price increases averaging about 1.5 per cent per annum associated with 
increases in average wage levels of the order of 3.5 per cent annually. 


The second and more prolonged outbreak began in the mid-1960s, with 
consumer prices Subsequently rising by about four per cent annually and 
wages by something like seven to eight per cent a year. Although the rate of 
increase in the Consumer Price Index slowed down markedly in 1970, much 
of this improvement reflected special or temporary influences and by early 
1972 consumer prices in Canada were again rising at rates not greatly below 
those experienced during the late 1960s. The persistence of the inflationary 
outbreak has been particularly apparent in the continuing rapid rise of wage 
rates negotiated under major collective agreements, with average annual in- 
creases over the life of major new contracts in industries other than construc- 
tion continuing to run at 8.4 per cent in 1970 and 7.8 per cent in 1971. 


Each of these episodes of relatively rapid inflation in Canada was asso- 
ciated with roughly contemporaneous and broadly parallel episodes in the 
United States. It is not surprising that in both countries these bursts of infla- 
tion originated in an economic environment of unusually rapid expansion of 
demand, output and employment which put unusually strong demand pressure 
on productive capacity and manpower resources. What has occasioned sur- 
prise and puzzlement is the degree to which, in both countries, substantial 
rates of increase in costs and prices have persisted long after demand pres- 
sure on capacity has become quite slack in most product and labor markets. 

Although a less striking phenomenon than in the last two or three years, the 
persistence of substantial rates of wage and price increase in 1957-58 well 
after unemployment had risen to abnormally high levels was widely noted at 
the time and led to much questioning of accepted ideas about the causes of 
inflation. When reasonable price stability was restored around the end of the 
1950s, less was heard about the various special hypotheses which had been 
advanced to explain the “new” inflation. More recently, however, these 
hypotheses have been taken off the shelf again and a number of additional 
ideas have been propounded to explain the marked lack of responsiveness of 
cost and price trends in recent years, both in Canada and the United States, 
to the emergence of abnormally high unemployment and excess capacity. 
The general character of these recent developments is summarized in 
Figure 1. 


No one looking for possible explanations for this phenomenon is likely 
to encounter a shortage of suggestions. Some of these ideas are reminiscent 
of the oldest extant theory of inflation—that it is caused by the greed of 
powerful groups within the community. To some, the main villains in the 
piece are large, oligopolistic business concerns; to others, the principal 
blame lies with unions, professional bodies and similar organized pressure 
groups; to still others, the chief source of the trouble is the increasing 
share of the nation’s resources claimed by the rapidly expanding activities 
of governments, accompanied by spreading governmental intervention 
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Figure: 1 
PRICE, WAGE AND UNEMPLOYMENT TRENDS 
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(1) Seasonally adjusted. Per Cent annual rate of change over 3 quarters ending 
with quarter plotted. 


(2) Compound annual rates of increase over life of contract, new major union 
agreements. Canadian data exclude construction industry. 


(3) Seasonally adjusted. 
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which they regard as undermining the working of the private economy. It 
is sometimes suggested that the root of the problem may lie even deeper: 
basic changes in social attitudes may be occurring, whose symptoms are 
widespread dissatisfaction with the existing structure of economic power, 
distribution of income and wealth, attachment to the work ethic, and so on. 

A rather different point of view stresses the international ramifications 
of contemporary inflation. Particularly for a country as subject to strong 
external influences as Canada, the rate of domestic inflation experienced 
may depend largely on the rate of inflation occurring in the United States 
and other countries. Given the many channels through which foreign prices 
and costs and foreign demand affect Canadian prices, costs and levels of 
demand, inflation in Canada may be largely an imported phenomenon and 
there may be little this country can do by itself to control the process. 

Finally, there are those who regard the persistence of “cost-push” in- 
flation in the face of slack demand pressure not as prima facie evidence 
that established notions of how the economy works must be rejected but 
that these notions require reinterpretation or modification in certain re- 
spects. In particular, the rising trend of costs and prices may not show 
much response to a temporary easing of demand pressure because of the 
existence of fairly lengthy response lags together with stubbornly held 
“inflationary expectations” formed on the basis of past demand condi- 
tions and price experience. 

Few of these ideas can be rejected out of hand. Indeed, it seems likely 
that any phenomenon as complex as inflation reflects the interaction of a 
wide variety of influences. The problem is to try to identify the main 
factors involved, to form reasonably precise and logically satisfying ideas 
about how they might be supposed to operate, and to establish, at least 
in a broad way, the relative importance of their probable effects. As we 
shall indicate later, many of the factors which have been thought to 
contribute to our difficulties may well have had some impact, but it is 
important to view their operation in a balanced overall perspective. 


What is beyond question is that the persistence of inflation under recent 
conditions of economic slack is evidence of a surprisingly limited response 
to a short-run reduction in demand pressure on the part of our present 
institutional mechanisms for setting wage rates and prices. It is this degree 
of unresponsiveness to changing economic conditions which needs to be 
explained. 

We begin by examining the broad pattern traced out since the early 
1950s by the main aggregate measures of price and cost change which are 
publicly available in Canada, and discuss some of the characteristics and 
limitations of these measures. We then turn to the record of change over 
this period in the aggregate money value of output in Canada, in order 
to see whether there is evidence of a systematic relationship between changes 
in aggregate money expenditure on the goods and services we produce, 
changes in the physical quantity of this output, and changes in its aver- 
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age price. This leads to a discussion of changes in the overall level of 
capacity utilization in Canada and how such changes appear to be related 
to the behavior of aggregate measures of output prices. A similar analysis 
is presented of changes in the degree of manpower utilization in relation to 
the behavior of wage rates and prices. 

The chapter concludes with a discussion of how the respective shares of 
employment income and returns to capital have varied over time as a propor- 
tion of aggregate income in Canada, the relationship between changes in 
labor income and productivity, and patterns of variation in average profit 
margins. 

In drawing attention to the existence of these relationships at the 
aggregate level of economic activity, it will be apparent that we lack any 
firm basis for discriminating among various possible explanations of the 
mechanism involved until we have considered in some detail the nature of 
the micro-economic behavior of individual economic units which underlies 
these aggregative relationships. This is the subject matter of the four succeed- 
ing chapters. 

Our analysis of the nature of contemporary inflation concludes with a 
final chapter in which we summarize our findings and discuss the economics 
of the so-called “trade-off” between inflation and unemployment. 


The Record of Price Change in Canada 


The past record of changes in the average level of prices in Canada is 
traced out by the movement over time of a number of broad price indexes 
which vary somewhat in their method of construction and in their com- 
prehensiveness. It is not proposed at this stage to enter into a detailed 
discussion of the many intricate problems of constructing indexes to measure 
changes in average price levels. It must be recognized, however, that the 
various measures which are relevant for this purpose are designed to serve 
somewhat different ends and differ somewhat in quality. No one index is 
entirely satisfactory in all respects or moves in precisely the same way as 
alternative indexes. 

The behavior over recent years of a number of these aggregate measures 
of price change is recorded in Figure 2. It will be seen that over any extended 
period the behavior of the various indexes shows a broadly similar trend, 
although their movements often diverge significantly over shorter periods. 
Indeed, the rates of change of these various price measures fluctuate so 
widely from month to month and convey such conflicting impressions as to 
make the dating of major changes of trend very imprecise. 

Since 1953 all of these indexes show a persistent upward trend in the price 
level even during prolonged periods of abnormally high unemployment. 
This rising trend was rather gradual in most years. For a relatively brief 
period beginning in the mid-1950s, however, it speeded up considerably, and 
then, after subsiding for several years, speeded up again in the mid-1960s. 
The degree to which this substantially escalated rate of increase in the price 
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level has persisted over subsequent years stands out very clearly in the 
behavior of all of these measures, and constitutes the central puzzle to 
which this report is directed. 

There are several observations that may be worth making at this stage 
about the behavior of these aggregate price indexes. 

The first is that a great number and wide variety of individual price 
changes underlie the movement of these indexes. Even during periods when 
these broad measures of price change have remained virtually stable it 
will be found that a great many individual price changes have occurred— 
some up, some down, and by widely differing percentages. Some prices, 
such as those for many farm-produced foodstuffs, typically show frequent 
ups and downs, and the range of price variation may be very wide in 
particular cases. More typically in modern economies a great many prices 
appear to be rather rigid in the short run and are subject to only intermittent 
and generally upward adjustment. 

The degree of short-run stability exhibited by many individual price 
measures is probably exaggerated. One important reason for this is that 
firms often maintain unchanged list prices even during periods when in fact 
the proportion of transactions taking place well below list prices is subject 
to substantial variation. This variation in transaction prices often reflects 
the changing policies of firms with respect to the granting of special discounts 
to volume buyers, the proportion of servicing and transport costs absorbed, 
the nature of guarantees offered, and similar conditions of sale. 

Apart from the probability that most broad price measures tend to under- 
state the range within which prices do in fact fluctuate, there are also 
strong reasons for believing that most such measures are subject to a mixture 
of upward and downward biases over time. The problem of upward bias 
in price indexes arises in its most extreme form in areas of output where 
unusual difficulty is encountered in making proper allowance for quality 
change or improvements in productivity. Within the National Accounts frame- 
work, for example, the intractability of the problem of measuring output 
and productivity change in the government sector, even within very broad 
limits, has led statisticians to employ the convention that no productivity 
change occurs as an offset to the rising rates of compensation of government 
employees. 

Similar problems occur in distinguishing between quantity and price 
changes in construction and many of the service industries, though in these 
areas the difficulties are somewhat less severe. Another example of the 
problem of making appropriate allowance for quality change arises in the 
pricing of non-standardized items, such as custom-built machinery. 


Finally, special problems arise in the case of new products appearing on 
the market for the first time. For example, how is an index of the price of 
medical services to deal with the introduction of a drug like penicillin or an 
effective polio vaccine, which substantially changes the “quality” of medical 
care? Moreover, a period of several years is likely to elapse before the 
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prices of such items are included in the conventional indexes. This too is 
likely to result in some overstatement of the rate of price increase over time, 
since new products are particularly likely to show substantial price declines 
during the first few years after their appearance on the market. It is true, of 
course, that statistical procedures may also lead in some cases to downward 
bias in the behavior of the indexes. 

It is not easy to reach definitive conclusions on. likely biases in our 
conventional price measures?. It is possible that measured rates of average 
price increase as low as, say, two per cent per annum or less may in fact 
reflect an even flatter trend in the actual price level. This possibility, together 
with the apparent lack of public concern about the problem at such low 
measured rates of inflation, provide the main justification for defining reason- 
able price stability in these terms. The possibility of some degree of upward 
bias in these indexes also makes it dangerous to take too literally the 
percentage change in the price level which these measures show over any 
extended period of time, since such figures may in fact be considerably 
exaggerated. 

There is a possibility that any net upward bias in our major price measures 
may have been increasing somewhat over time with the progressive enlarge- 
ment of the government and services sectors of the economy. It is true 
that the proportion of Gross National Expenditure accounted for by current 
government outlays and consumer spending on services minus net imports of 
services has risen from 37.4 per cent in 1961 to 40.6 per cent in 1971. 
This, however, scarcely seems a large enough shift in the composition of 
output since the early 1960s to have accounted for more than a rather small 
proportion of the escalation of rates of cost and price increase recorded 
by the main indexes over more recent years. 

One additional feature of the composition of aggregate price indexes may 
be deserving of comment at this point. It has long been observed that 
certain kinds of prices, notably those of durable goods, typically rise less 
rapidly than the index as a whole whatever its rate of increase, whereas 
other prices, including those of many kinds of services, typically rise more 
‘rapidly than the overall index during almost any period. This, of course, 
is a reflection of differential rates of productivity change. When the overall 
rate of inflation speeds up, the rates of increase of both kinds of prices are 
typically affected. The largest individual price increases are thus likely to 
be observed in the case of particular services or perhaps in the case of other 
individual items whose prices normally fluctuate over an unusually wide range, 
such as food prices. The inference is often drawn, though obviously incor- 
rectly, that the outbreak of inflation can be attributed to the unusually rapid 
rates of increase observed in the prices of a few such items. It is equally 
possible, of course, that the outbreak of inflation may be traced to the failure 
of many quite different items to show smaller increases than were in fact 


1For a detailed discussion, see R. M. A. Loyns, Measures of Recent Price Change in the 
Canadian Economy, a study prepared for Prices and Incomes Commission. 
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recorded, or indeed to the failure of certain items to show even larger price 
declines than in fact occurred. 

Another point which may be worth mentioning is that upward pressure 
on the price level often appears first in the prices of primary commodities 
and crude materials, then at a somewhat later stage in the wholesale prices 
of industrial output, and later still in the retail prices of consumer goods 
and (particularly) services. Thus the Consumer Price Index tends to reflect 
changes in commodity and wholesale prices with an appreciable lag. 

The aspect of price behavior which is most pertinent for purposes of 
this report is the marked escalation of the rate of increase of the price level 
in the mid-1960s indicated by all of the available measures, and the degree 
to which this escalated rate of price increase appears to have persisted 
through the remainder of the 1960s and into the early 1970s. There is 
every reason to believe that this escalation of the pace of inflation has 
been a genuine phenomenon, whatever the deficiencies of the available 
price indexes. 

It is worth noting in this connection that over any extended period of 
time the doubling of even a low average rate of inflation has a striking effect 
on the purchasing power of a fixed sum of money. In 10 years’ time, for 
example, a sustained rise in the price level at a two per cent annual rate 
reduces the purchasing power of a fixed sum of money by one-sixth. Over 
the same period of time, a sustained four per cent annual rate of inflation 
would cause the purchasing power of money to shrink by one-third. One 
of the reasons why drifting into increasingly severe and chronic inflation is 
such an insidious process is that the effects are cumulative rather than 
immediate, and thus take some time to be fully appreciated. 


The Record of Changes in Labor Costs in Canada 


We have pointed out above that the whole interrelated structure of 
production costs and output prices is affected by inflation—not just con- 
sumer prices at the retail level. By far the most important category of basic 
input prices in the productive process consists of the prices paid for labor 
services. This is also, however, one of the most difficult areas of price 
measurement, and it is not surprising that analysis of changes in average 
labor costs in Canada is severely handicapped by the deficiencies of the 
various aggregate measures of employee compensation levels which are 
available. 

In principle, a desirable price index for labor services would be an average 
of prevailing straight-time rates of total compensation paid for standard units 
of various kinds of labor inputs, calculated on the basis of fixed weights 
so as to avoid distortions due to interindustry shifts. In practice, however, 
the available measures in Canada fall well short of this ideal in various 
respects. Labor services are anything but homogeneous, and this presents 
difficulties of classification and standardization. Thus the prevailing straight- 
time hourly rate of pay for journeyman carpenters measures the price of 
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units of labor services which may differ considerably depending on the skill 
category of the particular group of tradesmen who supply these services as 
well as on the type of construction on which they are normally employed. 

A second source of difficulty arises from the great diversity of compensa- 
tion practices, which poses serious problems in attempting to define and 
measure standard rates of total compensation for labor services. In addition 
to straight-time hourly rates of pay or annual salary levels, the price struc- 
ture for employee services is complicated by the existence of premium rates 
for overtime, incentive payments and bonus arrangements, piece work sys- 
tems, irregular lump sum payments, varied and substantial fringe benefit 
provisions, and practices which build in “wage drift” such as automatic 
step increases in rates of pay for particular job classifications based simply 
on length of service. 

Such aggregate wage rate and average earnings measures as are available 
in Canada differ widely in concept, coverage and quality, and the responsi- 
bility for producing such measures is not concentrated in any single govern- 
ment agency such as Statistics Canada. 

Thus, for example, information on wage rates as such is compiled on a 
national basis by the Canada Department of Labour. The most compre- 
hensive body of data of this kind is based on an annual survey conducted 
by the Department. An attempt is made to compile weighted averages 
of “prevailing” or “typical” straight-time rates of pay for a wide range of 
occupational categories in various parts of Canada. The data do not attempt 
to distinguish explicitly between rates of pay for union members and those 
for unorganized workers, and the coverage of the data, which is under- 
standably weaker in some occupational areas than is others, has been 
expanded considerably over time. 

A related body of data is also published by the Canada Department of 
Labour on the basis of a monthly analysis of collective agreements covering 
bargaining groups of 500 employees or more in industries other than con- 
struction. Indexes are published quarterly both of weighted average base rates 
of pay in effect under existing agreements of this kind, and of weighted 
average increases negotiated under new agreements. Here again interpreta- 
tion of the data is subject to many difficulties posed by limited and changing 
coverage and by the exclusion of construction wage rates and of elements 
of compensation other than “base rates”. Comparable data for unorganized 
employee groups would be of great analytical interest, but unfortunately only 
limited data are available for making comparisons of this kind. 


Aggregative data are published monthly by Statistics Canada on employee 
compensation. These consist almost entirely of average hourly or weekly 
earnings data rather than data on straight-time rates of employee compensa- 
tion as such. The interpretation of average earnings data is made extremely 
difficult by the extent of short-run variation in overtime hours worked at 
premium rates, in short-time working, and in the composition of the work 
force both within firms and among industries. 
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Changes in rates of employee compensation are only one of the two 
main determinants of changes in labor costs per unit of output. The other 
is commonly referred to as changes in productivity. This is simply a measure 
of changes in the ratio of labor inputs to the quantity of output produced. 
Changes in measured productivity may reflect changes in the degree of effort 
or skill supplied by the work force, but they may equally well reflect the 
influence of quite different factors, such as improved technology, the use 
of more, or better, capital equipment, more efficient organization of the 
production process, etc. The measurement of productivity change is also, 
of course, subject to many technical difficulties. The relationship between 
changes in rates of employee compensation and changes in productivity in 
determining changes in unit labor costs is discussed in more detail later in 
this chapter. 


The behavior over recent years of a number of aggregate wage rate 
and average earnings measures is recorded in Figure 3. Over the period 
as a whole since 1953 the rise in wage and salary levels has, of course, 
been substantially greater than that in the level of unit labor costs or prices. 
This is mainly a reflection of rising productivity, which has provided a 
partial offset to the cost-raising impact of increases in money wages and 
salaries. 


It will be apparent that the degree of short-run variation in the trend 
of average earnings is greater than it appears to be in the trend of wage 
rates as such, reflecting the additional influence of variations in average 
hours worked, overtime hours, and other factors. Average earnings also 
seem to respond somewhat earlier to a pick-up in economic activity than 
do wage rates, and they also show a more sensitive response to declines in 
activity. Both series, however, tend to respond with a considerable lag to 
changes in the economic climate. 


A common feature of these various series is a broadly similar pattern of 
movement since the early 1950s. Rates of increase both in average earnings 
and in nominal wage levels accelerated for a time in 1956-57, subsided again 
during the late 1950s and remained relatively low until the mid-1960s. The 
much faster rates of wage increase experienced during the latter half of the 
1960s will be seen to have persisted in large measure in the early 1970s. 


Changes in Aggregate Demand, Output and Prices 


Outbreaks of inflation. have long been associated with periods of rapid 
increase in aggregate money expenditure in the economy. These have also 
been periods during which economic activity has expanded sharply to 
unusually high overall levels. When inflation has subsided, on the other 
hand, this has usually been associated with periods of pronounced weakness 
in most areas of market demand and sagging levels of aggregate economic 
activity. The purpose of this section is to outline Canadian economic 
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experience since the early 1950s from this point of view, in order to gain 
some perspective on the puzzling aspects of our current situation. 


For the economy as a whole, the system of National Accounts provides a 
record of the total dollar value of final production of all goods and services, 
together with estimates of the extent to which the growth in the total of pro- 
duction reflected rising output and the extent to which it merely reflected a 
rise in the price level. Annual percentage changes in the value, price and 
quantity of output for each year since 1953 are shown in Table I, both for 
the economy as a whole and for that part of it—the commercial non-farm 
sector—where the trend of output and prices is less obscured by difficulties 
of measurement and by random fluctuations than it is in government, non- 
commercial services and agriculture.? 


TABLE I 


Annual Changes in Value, Price and Quantity of Output in Canada 


(percentage change from preceding year) 
ee ot Aen Pe Vee) Te 


Gross Domestic Product2 
Gross National Product! Non-Farm Commercial Sector 


Value Price Quantity Value Price Quantity 


USE ee caches, Jet == (rd jel ql 1.0 6.1 
BOSS. eee ee ty 0.3 1.6 ew iy 0.7 1.0 
hind 538 Seer le 10.1 0.6 9.4 10.7 0.8 ee) 
ASIN oh 5 ane ae See 12.4 Bier, SD 12.5 2.8 oD 
La ae Sy ieee 4.5 P90 Pie) 6.9 4.7 Fae 
ORL er ec e 3.8 1.4 2a iS) Or7 0.6 
DS Es ae eee ee 5.9) 2A 3.8 7.4 1.1 6.3 
RL) rere creck ans Hs 4.1 12 pa) 315 1.6 1.9 
LEIS Doe a eer aa 3.4 0.5 2.8 a2 —0.4 320 
BOLMAS See Mace a vith 8.3 1.4 6.8 7.3 0.8 6.4 
TISGELN Coen eee epee Wel ins 332 7.4 2.4 4.8 
A A eee oe ae 9.4 Pe) 6.7 9.8 0.9 8.8 
112 0) sp eaihy eee een 10.1 3.2, 6.7 9.6 1.8 laagh 
SU once al eae Pied. 4.5 7.0 10.5 Sc, 6.6 
OT ak ae oe 7.4 ano S38 7.4 355) See) 
BONS ts sites Ms ed eeu a3 Se2 09 71.9 aa Sel 
Sth at ey) 4.5 D42, O55 4.5 4.8 
DDB csncaa eetet G einalina Teal 4.5 Zao 6.8 4.3 2.4 
7 Aly sree ene oa aes 8.9 AS 2) N.A. N.A. N.A. 


eee an es Lee ee ee ee eee Eee 
1 Based on 1972 revision of National Accounts. 
2 Estimates by Statistics Canada based on National Accounts prior to 1972 revision. 


There is clear evidence that the major price upsurges in Canada in the 
mid-1950s and again in the mid-1960s were preceded by strong upsurges in 


? See the Appendix to this chapter for a fuller discussion of the nature of these difficulties 
and of the analytical advantages of focusing on the commercial non-farm sector of the econ- 
omy, together with a discussion of data sources. 
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aggregate spending on goods and services, which initially stimulated large 
gains in output and employment but in so doing progressively reduced the 
amount of spare productive capacity and unemployment in the economy to 
unusually low levels. 


It will be seen that the growth of total money expenditure on goods and 
services speeded up sharply in 1955-56, resulting initially in unusually large 
increases in output and only later, after a considerable time lag, in an 
accelerating rise in the price level which reached its peak in 1957. By that 
time the rates of increase in spending and in output had already begun to 
slow down markedly. 


This same pattern of events was repeated with the upsurge in aggregate - 
money expenditure in the period 1964-66. This too resulted in large initial 
output gains followed, in 1966-67, by a marked acceleration of the rise in 
prices even though by this time the growth of demand and output had begun 
to lose momentum’. 


Both episodes began in circumstances where substantial underutilized 
plant capacity and underemployment of the labor force existed. This may 
help to explain why the economy’s main response to the upsurge in demand 
did not take the form of an immediate escalation of price and wage increases, 
but rather was characterized by sharp increases in production and employ- 
ment. The resulting upturn in the operating rates of more and more firms 
toward the limits of their existing productive capacity, together with the 
increasing scarcity of more and more categories of workers whose skills were 
in strong demand, may in turn help to explain why price and wage increases 
progressively became much larger and more frequent. The more difficult it 
becomes to keep production rising as rapidly as the growth in money demand, 
the faster are prices likely to rise. 


On two occasions when the growth of total money expenditure on goods 
and services slowed down markedly, as it did in 1953-54 and again during 
the period 1957-60, it will be seen that the initial impact was to slow the rate 
of growth of output, and only at a later stage did signs of a considerably 
slower rate of price increase appear. The effects of a rather similar slowing 
of expenditure growth in the second half of 1966 and the year 1967 are clear 
enough so far as the trend of output is concerned, but the subsequent impact 
on the rate of price increase was short-lived, no doubt because the lull in 
demand expansion was relatively brief and mild. The most recent episode of 
this kind began to develop in the course of 1969. Its effects on the growth 
of output in 1970 are clear enough, but its effects on the trend of the various 


8 The focus of attention here is on the growth rate of aggregate demand rather than on 
that of particular kinds of spending. The surge of demand expansion in 1964 happened to be 
led by exports, private investment, housing and consumer durable spending rather than by 
the capital and current outlays of governments, whose increasing stimulus was not felt until 
1965 and 1966 respectively. We attach no special significance to this fact. Indeed, the initial 
upsurge in private spending owed much to the lagged effects of the exchange rate actions 
taken in 1961-62 and to the expansive posture of fiscal-monetary policy during the period. 
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price measures in that year—especially the Consumer Price Index—were 
exaggerated by a number of special or temporary factors, including a sharp 
dip in food prices, the appreciation of Canada’s exchange rate, and the price 
restraint program in effect at the time. 

There are plausible reasons for expecting the rate of increase in the price 
level to speed up at some stage as a burst of rapid demand expansion carries 
the operating rate of the Canadian economy progressively closer to the existing 
limits of its productive capacity. By the same token, when demand growth 
turns sluggish, the opening up of a widening gap between the economy’s 
actual operating rate and these capacity limits might be expected to result, 
at some stage, in a slowing down of the rate of increase in the price level. 

This assumes the existence of some range of capacity utilization within 
which the Canadian economy has normally been able to operate on a sus- 
tained basis without bringing about any marked speeding up or slowing down 
of the pace of price increase. This is not to deny that even within this range 
of normal operating rates the rise in the price level may have tended to speed 
up or slow down to some extent when the rate of change of foreign prices of 
internationally traded goods has speeded ‘up or slowed down, unless such 
variations were offset by compensating exchange rate movements. How im- 
portant an influence foreign price trends seem to have had on recent Canadian 
price and cost experience at the aggregate level is examined in greater detail 
in Chapter V. 

It is not difficult to understand why, at some stage, the degree of upward 
pressure on prices and costs seems to have mounted as the economy’s oper- 
ating level has moved up toward unusually high rates of capacity utilization. 
It is less clear that the rising trend of prices and costs has moderated to a 
corresponding extent as the economy’s operating rate has declined to normal 
or sub-normal levels of capacity utilization. 

An examination of recent experience of price change in Canada in relation 
to changing levels of capacity utilization provides a broad indication of how 
large a pool of temporarily idle productive resources seems to be required 
if the rising trend of prices is not to accelerate. The answer cannot, however, 
be very precise or certain. Over the historical period we are examining, the 
degree of demand pressure on capacity has varied too frequently and over too 
wide a range for the eventual price response of the economy to become fully 
apparent before a new balance of forces has begun to alter the course of 
the price level, including the effect of changes in the trend of prices in the 
United States and elsewhere. 

The growing capacity of the economy to supply the quantities of goods 
and services people want to buy depends primarily on the growth, composi- 
tion and skill of the labor force, on the increasing amount and quality of 
the capital stock, and on improvements in productivity arising from tech- 
nological progress and other sources. Both the total productive capacity of 
the economy and the actual level of production at which it has operated have 
been on a rising trend since the Second World War. 
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No accurate direct measures of the economy’s growing productive capacity 
over time are available for comparison with actual levels of output, as a 
guide to pressure on capacity. Indirect measures of productive capacity can 
be constructed, such as the estimates of “potential output” calculated by 
the Economic Council, but these necessarily rely on various arbitrary assump- 
tions—particularly with respect to the minimum level of unemployment which 
can be sustained over time, and the associated sustainable rate of productivity 
improvement. 


While it is extremely difficult to establish a unique level of productive 
capacity with any great degree of confidence, its broad trend over time can be 
approximated in various indirect ways‘. An estimate of the trend of capacity 
growth, though crude, can usefully be compared with the trend of actual 
output as a guide to pressure on productive capacity. 


A number of such measures are shown in Figure 4. A trend rate of growth, 
shown as a horizontal line, has been fitted to real Gross Domestic Product 
in the commercial non-farm economy®, and annual deviations around this 
longer-term trend line have been plotted. The trend of employment in this 
sector of the economy, and annual deviations from this trend, have been 
presented in similar fashion. For the economy as a whole, annual deviations 
of the national unemployment rate from its average level are shown on the 
chart in inverted form, and provide an additional indirect measure of pres- 
sure on capacity. For purposes of comparison, the chart also shows annual 
deviations in the GDP implicit price deflator (a broad measure of price 
change in the commercial non-farm economy), and in hourly labor compen- 
sation in this sector, from their trend rates of increase. 


It will be apparent from an examination of this chart that the rise in 
prices and hourly earnings has tended to speed up in circumstances where 
output and employment have already been rising for some time much 
faster than their long-term trend and unemployment has already fallen to 
well-below-average levels. Conversely, at times when the rise in prices has 
begun to moderate, it will be seen that these various measures have already 
been signalling the emergence of growing excess capacity and abnormally 
high unemployment in the economy for a considerable period. 


It is a well established fact that the response of prices and costs to 
changes in the degree of demand pressure on manpower and other pro- 
ductive resources is normally subject to substantial time lags. These arise 
both from the time it takes for people to recognize that market demand con- 
ditions have changed substantially from what they had expected on the basis 


*The trend rate of growth in the output capacity of the Canadian economy in recent 
years would seem to have been of the order of five to 5.5 per cent annually by most measures. 
Thus if national expenditure in money terms were to rise at an average annual rate of 
roughly seven per cent, the price level would have to rise on average by something like two 
per cent annually. 

° See Appendix to this chapter for sources of data and the rationale for excluding agri- 
culture, government and non-commercial services from the analysis. 
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Figure 4 
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of past experience, and from a variety of institutional rigidities, such as 
the existence of long-term contracts, which prevent rapid wage and price 
adjustment.® 

Thus it can be argued with some plausibility that the increasingly apparent 
acceleration of the pace of inflation towards the end of 1965 may have been 
a delayed response to a build-up of unusually strong demand pressures in 
product and labor markets which began a good deal earlier—quite possibly as 
early as the first half of 1964, when the decline in the adjusted national 
unemployment rate had only recently carried it below the five per cent 
level. This line of reasoning would also suggest that it may not have been 
until early 1970, when the unemployment rate rose decisively above the five 
per cent level, that significant excess demand pressure was clearly eliminated 
from the Canadian economy. 

Additional evidence that the Canadian economy has become subject to 
upward demand pressure on the price level when the national unemploy- 
ment rate has declined much below five per cent of the labor force can be 
seen in connection with the inflationary upsurge of the mid-1950s and its 
subsequent demise. Any plausible allowance for the time lag between the 
response of prices in early 1956 and the beginnings of the build-up of 
unusually strong demand pressure which preceded it would date the latter 
at least as early as the spring of 1955, when the fall in the unemployment 
rate first brought it down below the five per cent level. The subsequent 
steep rise in the unemployment rate carried it above the five per cent level 
in the early autumn of 1957, and the rate of increase in the Consumer 
Price Index began to show distinct signs of moderating about a year later. 

The level of unemployment is, of course, a rather crude reflection of the 
degree of overall demand pressure in the labor market—let alone on the 
economy’s productive capacity—and this in turn is not the only factor which 
can influence the trend of the price level. Judging by the observed behavior 
of the economy since the early 1950s, however, it is difficult to avoid the 
conclusion that on the two occasions when the unemployment rate has 
dipped much below five per cent of the labor force for any appreciable length 
of time, the pace of inflation has subsequently speeded up considerably. 

Although the unemployment rate began to rise again after the end of 
1966, its average level over the following three years remained appreciably 
below five per cent. The fact that the recently escalated pace of inflation did 
not change greatly during these years is consistent with the view that the 
degree of demand pressure on capacity experienced during this period may 
have continued to border on the “normal” range referred to earlier. 

Three aspects of the overall performance of the Canadian economy 
should be borne in mind in considering the degree to which the price level 
has continued to rise since the end of the 1960s. 

The first is that on past occasions when the rate of demand expansion has 
slowed down, some time lag has usually been observed before the rate of 


®The nature of these response lags is examined in some detail in Chapters II and III. 
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increase in the price level has begun to moderate very much. As we have 
noted, similar response lags have been observed when demand growth has 
speeded up. 

The second is that the moderation of demand growth around the turn of 


the decade had been preceded by an unusually protracted period of sub- 


stantially rising prices and by an even longer period of continuously rising 
output levels. 
The third is that the slowing of demand expansion and the associated 


_ sluggishness of output and employment growth at the beginning of the 1970s 
_ were relatively mild and short-lived by comparison with the course of events 
_ from 1957 to 1961. During most of 1971 and into 1972, substantial rates 


of increase were again being experienced in aggregate expenditure, output 
and employment levels. Although unemployment lingered on at abnormally 


_ high levels, the average unemployment rates experienced in 1970 and 1971 
were appreciably below those recorded in 1960 and 1961, particularly in 
_ the case of male workers 25 years of age and older. 


Changes in Money Income, Real Income and Income Shares 


Earlier in this chapter we showed how annual increases in the total 
dollar value of ouput in Canada could be broken down between increases 


_in the physical volume of output and increases in the average price level. 
The aggregate dollar value of output is also, however, a measure of the 
ageregate dollar value of money incomes generated in the process of 


production. Thus by definition a rise in the price level occurs when the 
sum total of money incomes increases faster than the aggregate physical 
volume of output. The fact that this definitional relationship must hold 


true at all times tells us nothing about the nature of the mechanisms in- 
_ volved. Indeed, as we shall see, the balance of forces that maintains this 
identity is not only quite complex but also is likely to shift systematically 


from one phase of the business cycle to the next. 
This total of money incomes can be regarded as consisting of two main 


components, employment income and profit-type income. The latter includes 


a variety of returns to owners of property or wealth such as profits, inter- 


est, rent and miscellaneous investment income as well as capital consump- 


tion allowances. Table II shows two different measures of the changing 
share of labor income in the total since 1953, as recorded in the National 
Accounts and as estimated, on somewhat different definitions, for the non- 
farm commercial economy’. 

For the economy as a whole an upward trend is apparent since the 
early 1950s in the share of net national income accounted for by wages, 
salaries and supplementary labor income. There are, however, strong 
reasons for regarding this trend as largely a reflection of the changing 
structure of the economy. There has been a persistent contraction in the 


7See Appendix to this chapter for a discussion of concepts and data sources used. 


AN OVERVIEW OF CANADIAN INFLATION 19 


farm and unincorporated business sectors of the economy and a cor- 
respondingly marked expansion of non-commercial services and government. 
Economic activity in these strongly expanding sectors of the economy 
is not normally organized on a profit-making basis, so that virtually all 
of the income generated takes the form of employee compensation and this 
strongly biases the overall trend of income shares. It should also be noted 
that in the farm and unincorporated business sectors of the economy 
which have been undergoing secular contraction, the National Accounts 
do not attempt to separate out of the total income generated in these 
sectors that part which represents a return to the labor services of owners 
and other unpaid workers rather than returns to property. 

More revealing evidence about the behavior of income shares is pro- 
vided by the data for the commercial non-farm economy shown in Table II 
and Figure 5. This is the part of the economy, other than agriculture, 
which is organized on a private profit-making basis and which generates 
both employment income and returns to private capital. Agriculture is 
excluded for a number of reasons, including the sharp random fluctuations 
in farm income which obscure the short-run pattern of income variation. 
Income originating in the unincorporated business sector of the economy 


TABLE IT 
Labor Compensation as a Share of Total Income 


Percentage of Percentage of 
Net National Non-farm 
Income(!) Commercial GDP(!) 
1953. ee ee eee 64.9 62.8 
1954 Sete) St Sen eee 67.3 62.2 
19550) ee 65.6 60.1 
19562 eet eee 66.3 60.6 
19573 Fee ee ee ee 69.1 61.4 
1958 4). Se ee ee 68.0 61.2 
19592 cit ee 69.0 60.8 
1960 StF Ces vate ne ene 69.8 61.3 
LOG ee eee ee eee 70.5 6133 
L9G 2 een ees oo ee ee 69.4 60.9 
T9GS oO eho ee etn ee, oars 69.0 60.4 
1964 bie os 7, ONE aks io 69.1 59.9 
LOGS Be ere ce te eee 70st 61.1 
1OGG ree ee ee eee 70.5 62.2 
LOG Le cee eee es 12a 63.2 
1968 eo eeho re. per Pte Fe 72.0 62.9 
19695 Sa eee eee es 72.6 64.1 
19 TO seetere. cheatin eek 74.1 65.01 
1S EONS ae eI nie Pe 73.9 N.A. 


1 Labor compensation includes imputed compensation for labor inputs of non-salaried working 
employers, own account workers and unpaid family workers for purposes of the calculation in 
column 2, but not column 1. See Appendix A. Net National Income as per 1972 revision of National 
Accounts. Non-farm commercial GDP based on unrevised National Accounts. 
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has been divided between employment income and returns to capital on 
the basis of certain assumptions which must necessarily be arbitrary, but 
the choice of assumptions does not greatly affect the general picture. These 
and other technical aspects of the data are described in the Appendix to 
this chapter. 

Over the period as a whole, it is difficult to detect any strong, clear- 
cut upward trend in the share of non-farm business income represented by 
employment income. Over shorter periods a cyclical pattern is readily 
apparent, with distinct phases in which employee compensation has in- 
creased more rapidly than profit-type income followed by phases in which 
the opposite has been the case. Periods in which output has spurted ahead 
rapidly, such as the mid-1950s and early 1960s, have typically been ones 
in which the share of profit-type income has risen at the expense of 
employee compensation. Periods in which the growth in output has tended 
to level off or decline have been ones in which the share of employee com- 
pensation has forged ahead in relation to the share of profit-type income. 

What factors underlie this systematic pattern of cyclical variation in 
income shares? 

Both the rise in output and the rise in employment income since 1953 
have been associated with varying rates of increase in the quantity of 


TABLE III 


Unit Labor Costs in the Non-farm Commercial Sector 
(percentage change from previous year) 


Per Person Employed Per Man-hour 
Oo a Labor Cost 
Labor Labor Per Unit 
Compensation Output Compensation Output of Output 
1953.02) ee 7.0 4.5 7.6 5.0 2.4 
1954) cate wee oe Les ein! 3.4 —0.3 
19550. cee a7 675 4.3 7.0 —2.6 
19562. ee doll sh 6.9 3.0 3.8 
195. [eee eee ee One —0.8 5.9 —0.1 6.4 
1958 22 es 3.6 a2 4.0 3.6 0.4 
1959 Ae eee 4.2 37, 4.1 3.6 0.5 
1960 eee 4.5 2.0 Dee pee | 2.4 
19615. eee 2.8 B22 3.8 4.2 —0.4 
1962.2 oan 3.1 2.9 2.9 Pe 0.1 
1963 5c\ ere 3.6 PAW 4.1 200 1.5 
1964.2 eee 4.3 4.1 4.4 4.2 0.1 
1965 eee 529 2.0 6.2 2.4 3.8 
1966". eee 7.4 7 8.7 2.9 5.6 
1967.5 ee gg) Db Ds 7.8 220 | 
19682. nae Se 6.8 4.4 8.0 5.6 2.3 
|B [oss be oe ied Placa Uae 0.9 9.0 2.4 6.5 
1970 ae eee ie8 1.9 8.7 2.8 5.8 


Source: See Appendix. 
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labor employed in the productive process. A clearer picture of the relation- 
ship between increases in output and increases in employment income can 
be obtained by dividing each of these aggregates by the average number 
of persons employed or man-hours involved. 

Table III and Figure 6 show the respective trends of commercial non- 
farm output, employment income, and the relationship between the two on 
a per man-year or per man-hour basis. This enables us to compare changes 
in average compensation per person employed with changes in average 
output per person employed (i.e., productivity) so as to arrive at a measure 
of changes in the labor cost of producing a given quantity of output. A 
rise in the labor cost of producing a unit of output can be accommodated 
in only two ways—either through a corresponding decline in profit-type 
income per unit or through an increase in the price per unit. 

Over the period as a whole, the average annual increase in output per 
person employed has been at a compound rate of about 2.7 per cent per 
year. The trend rate of growth in productivity measured on a per man-hour 
basis has been somewhat higher—about 3.2 per cent annually—mainly re- 
flecting the gradual decline in the length of the average work week. 

Short-run movements in productivity tend to display a fairly marked 
cyclical pattern around the longer-run trend. As economic activity begins 
to recover from the low point of a recession, output typically rises con- 
siderably faster than employment. At this stage cost-conscious firms are 
wary of hiring many additional employees until they can be more confident 
that the recovery will continue and, in the meantime, they may welcome 
the opportunity to reduce the degree of temporary underemployment of 
their existing staff.8 This phase of unusually rapid productivity growth 
typically begins to peter out at a later stage of economic expansion, as 
output gains begin to run into the limits of existing capacity and firms 
begin hiring more aggressively. If the slackening of activity leads in turn 
to the onset of recession, productivity improvement may lag badly for a 
time or even come to a temporary halt. 

The trend of average compensation per employee shows much narrower 
short-run fluctuations than does the trend of average output per employee. 
In large measure this degree of stability reflects the fact that wage rates 
and salary levels are fixed for substantial periods and that their trend over 
time is notoriously “sticky”. Such short-run fluctuation as does occur in 
average compensation per employee is thus usually a reflection of changes 
in employee “mix”, in the average length of the work week, in the incidence 
of overtime hours at premium pay, or in the incidence of short-time working 
rather than sharp changes in the trend of wage rates. 

The consequence is that in the early stages of an upturn in economic 
activity, such as the early 1960s, the marked acceleration of productivity 


8The underemployment arises because firms find it difficult and costly to reduce the 
number of their employees in proportion to the decline in their level of output during tem- 
porary recessions. This provides scope for unusually rapid productivity gains in the early 
stages of a business recovery. 
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Figure 6 
NON-FARM COMMERCIAL ECONOMY: 
LABOR COMPENSATION, PRODUCTIVITY AND 
; UNIT LABOR COSTS 
Bay (annual per cent changes, 1953-70) 


Compensation Per Man-Hou 


i953 1956 1959 1962 1965 1968 1} 
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gains may match or temporarily overtake the gradually accelerating rise 
in compensation per employee, so that unit labor costs remain stable or 
decline for a time. In due course, however, wage rates begin to rise more 
rapidly, productivity improvement flags, and unit labor costs move up 
sharply, reaching their cyclical peak with the onset of recession. 


The impact of short-run fluctuations in productivity on the trend of unit 
labor costs is dampened somewhat by cyclical variations in the amount of 
overtime hours or short-time working. An upsurge in productivity is likely 
to be accompanied by a lengthening of the average work week and more 
overtime hours, which will temporarily raise average compensation per 
employee somewhat above trend. The opposite is likely to happen when 
productivity improvement lags. 


Even so, however, the typical short-run pattern is for unit labor costs to 
rise more slowly for a time when productivity improvement speeds up, and 
to rise more rapidly when productivity lags. Thus, even without any marked 
change in the rate at which prices and wage rates are rising, a surge in 
productivity is likely to raise profit margins per unit and lower the income 
share of employees, as it did in the early 1960s. On the other hand, with 
slowing productivity growth, the rise in unit labor costs will accelerate and 
profit margins contract as they did in the later 1960s, altogether apart from 
changes in the rising trend of prices or wage rates. 


The nature of the underlying relationship between unit labor costs, unit 
profits and the price level may be grasped most clearly if we abstract from 
short-term variations in productivity growth around its longer-term trend 
rate of increase. Consider an economy growing steadily at its long-term 
potential growth rate and at its normal level of capacity utilization. In 
these circumstances productivity might also be expected to be increasing 
steadily at close to its long-term trend rate of growth, and this, in con- 
junction with the trend of average money wage rates, will determine the 
rate of increase in unit labor costs. In these circumstances historical exper- 
ience suggests that the respective shares of labor compensation and returns 
to capital are likely to be reasonably stable, with both labor costs and 
profit margins per unit of output increasing at about the same “normal” 
or long-term trend rates of growth. The rate of increase in prices per unit 
of output will thus be the mirror image of the rate of increase in unit labor 
costs and in unit profits. 


This line of reasoning enables us to predict, at least as a first approxi- 
mation, what rate of increase in the price level would be compatible with 
any given rate of increase in average wage rates, if the economy were to 
operate at normal levels of capacity utilization, productivity improvement 
and profitability. Thus if hourly wage rates were rising at an annual rate 
of eight per cent a year and the trend rate of increase in output per man- 
hour is three per cent a year, unit labor costs, profits per unit and the 
price level must all rise at roughly five per cent annually when the economy 
is operating “normally” in the sense defined above. 
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In the short run, of course, the rate of- increase in the price level will 
lag behind or run ahead of the rate of increase in “normal” labor costs 
in response to short-run variations in the rate of productivity growth and in 
income shares. There can be little doubt, however, that the behavior of 
“normal” unit labor costs is a key element in the whole cost-price structure, 
and that changes in the trend of “normal” unit labor costs are largely a 
reflection of changes in the rate at which average wage and salary levels 
are increasing. 

Summary 


Though by no means the whole story, the aggregative relationships to 
which attention has been drawn in this chapter are suggestive of systematic 
(though lagged) linkages between changes in demand pressure on pro- 
ductive resources and changes in rates of price and cost increase. In them- 
selves, however, they tell us little about the nature of the various mechan- 
isms involved. Some understanding of the possible nature of such mechan- 
isms and some feel for their relative importance can be gained only by 
descending from the level of broad aggregates to a consideration of the 
underlying price and wage-setting processes of individual firms and em- 
ployees groups, and the nature of the international and regional influences 
involved. This is the subject matter of the next four chapters. 

We begin with a discussion of the process by which particular wage 
rates are determined in particular labor markets—and thus average wage 
rates for the economy as a whole. 
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APPENDIX TO CHAPTER [ 


The Commission is indebted to Statistics Canada for supplying it with 
annual estimates, based on published and unpublished data, of the following 
series for the non-farm commercial sector of the Canadian economy for the 
period 1952 to 1970 inclusive: 


Gross Domestic Product at factor cost in current dollars. 
Gross Domestic, Product at factor cost in constant (1961) dollars. 
Persons Employed, obtained as the sum of “paid” and “other than paid” 


workers. The latter includes working employers, own account 
workers and unpaid family workers. 


Man-hours, obtained as the sum of man-hours worked by “paid” and 


by “other than paid” workers. 


Labor Compensation. This series includes wages, salaries and supple- 


mentary labor income for “paid” workers. It also includes an im- 
puted labor income for “other than paid” workers based on the 
Commission’s assumption that such income could be obtained as 
the product of the number of man-hours worked by “other than 
paid” workers and two-thirds of the annual average of labor income 
of “paid” workers, calculated separately for each industry division. 


These estimates were made while the 1972 historical revision of the 


National Accounts was still in progress and revisions were also 
expected in the Estimates of Employees, so that many figures 
used are subject to change in the light of more recent information. 
In addition, all estimates for the years 1969 and 1970 were pre- 
liminary. 


There are a number of advantages in analysing trends in the aggregate 
value, quantity and price of output, income shares, labor income and pro- 
ductivity at the level of the non-farm commercial sector rather than for 
the economy as a whole. 


(1) 


(2) 


(3) 


The trend of agricultural output is subject to sharp, random year-to- 
year variations for climatic and other reasons which tend to obscure 
the trend of output in other sectors of the economy. 


Changes in the output of the government and non-commercial 
services sectors of the economy are typically estimated on the basis 
of changes in factor inputs because of the difficulties of direct 
measurement. Any resulting error in output measurement will affect 
the behavior of the implicit price deflator. Thus it may be advan- 
tageous to focus attention on that part of the economy where changes 
in the quantity and price of output can be measured more reliably. 


Analysis of trends in income shares for the economy as a whole is 
made difficult by the secular growth of government and non-com- 
mercial services, since these sectors generate employment income 
but not, with minor exceptions, profits or other returns to capital. 
It is reasonable to suppose that interest in the respective shares of 
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employment income and returns to capital applies primarily to those 
sectors of the economy which generate both types of income. For 
this purpose, the concept of domestic product seems more relevant 
than that of national product, since the latter excludes the substantial 
proportion of profits earned in Canada and remitted to non-resident 
shareholders as dividends. 


Annual data for the non-farm commercial sector of the economy covering 


the period 1953 to 1970 inclusive are given in Table IV in index number 
form. 
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chapter two 


WAGE CHANGES AND LABOR MARKETS 


Introduction 


In Chapter I we have looked at the broad pattern of Canada’s overall price 
and cost experience since the early 1950s in relation to the associated 
patterns of change in a number of related economic aggregates. This has 
carried us some distance in considering the plausibility of at least some of 
the hypotheses put forward to explain the nature of contemporary inflation. 
In this chapter, after some introductory discussion of the major issues, we 
will examine the way in which labor markets operate in determining the 
size of wage rate increases. 


We have seen that both episodes of relatively rapid inflation in Canada 
in the last 20 years began with a build-up of unusually strong demand pres- 
sure on the economy’s manpower and other resources, as have most such 
outbreaks everywhere in the world. This observation raises awkward prob- 
lems for those who argue that we experience inflation not because of demand 
pressures but rather because of cost increases arising from all of us trying to 
take more out of the economy than we put into it. If so, why do these 
outbreaks of collective greed emerge only at exceptionally high levels of 
monetary demand in relation to productive capacity? And why have they 
subsided in the past during periods of slack demand pressure on capacity? 

We have also seen that the respective shares of national income accruing 
to labor and to capital have varied systematically since the early 1950s in 
response to cyclical changes in the growth rates of nominal demand, real out- 
put and productivity. This observation poses difficulties for those who attribute 
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our present inflationary problems to the growth of monopoly power ex- 
ercised by unions or corporations. If unions exert such a powerful influence 
over average wage levels in the economy, why did the share of income repre- 
sented by compensation of employees decline persistently from 1957 to 1964? 
Similarly, if corporations have so much power to influence their environment, 
why were they unable to prevent a persistent decline in the income share 
going to profits from 1964 to 1970, culminating in a sharp fall in the absolute 
level of profits in the latter year? 


In addition to raising questions of this kind about alternative hypotheses, 
the aggregative evidence strongly suggests that the response of costs and 
prices to changes in the rate of demand expansion normally lags behind the 
response of output and employment. If price and wage trends responded 
fully and immediately to a quickening of the rate of demand expansion, the 
growth rates of output and employment would remain unaffected by a surge 
of money demand. There are still a few markets in modern economies where 
prices respond in this flexible manner to short-run changes in demand but 
this is not the way the process works in most areas of the economy. Typically, 
the initial response to a stepping-up of the rate of demand expansion is not so 
much an immediate acceleration of price and wage inflation as a quickening 
of output and employment growth, a rise in profit levels, followed only some 
time later by faster rates of increase in prices and wages. Similarly, the typi- 
cal response to a slowing of the rate of demand expansion first takes the 
form of a slowing of economic activity, a decline in profit levels, and what- 
ever moderation of the rate of increase in costs and prices eventually occurs 
is unlikely to develop for some time. 


Thus analysis of economic behavior at the aggregate level provides some 
support for the view that when inflation persists in the face of economic slack, 
this may be partly a matter of lagged responses in the process of cost and 
price adjustment. On the other hand, evidence that costs and prices do not 
respond very quickly or fully to changes in demand leaves unanswered the 
question of why this should be so. 


While something can be learned by testing hypotheses against aggregative 
evidence for the economy as a whole, it is not surprising that research at this 
level does not provide very strong grounds for discriminating among alterna- 
tive explanations of the phenomenon in question. For one thing, the historical 
experience which is of primary relevance for the hypotheses we are examining 
is very short. Since it is only the period of the late 1950s and that of the early 
1970s which is regarded as providing an example of the “new inflation” in 
Canada, we have only two cases to analyse. It should not be expected that a 
great deal can be learned from such a limited sample. There is, of course, 
a wide range of experience at the aggregate level for other times and other 
countries which is also relevant, but for close-in work which involves drawing 
fairly fine distinctions we lack the extended repetition of events which would 
provide a measure of certainty. 
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The Problem Re-stated 


The central question we posed in the preceding chapter was why inflation 
has persisted so strongly under recent conditions of economic slack. As we 
have seen, it is not possible to find a definitive answer to this question by 
examining the aggregative evidence alone. Rather, it is necessary to examine 
how things work out in individual markets to find a satisfactory explanation 
for the behavior of costs and prices at the aggregate level. Before doing this 
it is worth reminding ourselves how we should expect the prices of goods or 
labor services to respond to a decline in the rate of demand expansion in a 
typical product or labor market. 

To take a concrete example, consider an economy in which real output has 
been growing steadily at its equilibrium rate—determined by labor force 
growth, capital accumulation and productivity improvement—of five per cent 
a year. Let us suppose that the nominal value of the output sold i.e., the level 
of demand in money terms, has been rising at a rate of 10 per cent a year. 
This means that the price level has been rising by five per cent a year and the 
average wage level by, let us say, eight per cent annually. It also means that 
in a typical product or labor market of this economy, the equilibrium rates 
of growth in nominal demand, output, employment, prices and wages char- 
acteristic of the economy as a whole also prevail. 

What happens in these typical markets if the rate of expansion of aggre- 
gate demand is slowed down to seven per cent a year? Obviously, the effect 
on the growth rates of output and employment in this part of the economy 
will depend on the response of its prices and wages. If there is not an immedi- 
ate and corresponding deceleration of the rates at which its prices and wages 
have been rising, underutilized physical capacity and higher unemployment 
will develop in this firm or industry. 

Seeing markets in which supply temporarily exceeds demand at existing 
price and wage levels, an observer might well conclude that price and wage 
levels in these markets ought to be falling in absolute terms or at the very 
least should not be rising. This is based on a misreading, however, of what 
would happen if markets adjusted instantly and smoothly to a change in the 
rate of demand expansion of the kind postulated. If all markets were 
continuous auction markets, the rate of price increase in the typical market 
for output would not fall to zero or become negative. It would merely have 
to slow down to two per cent a year in order to restore the equilibrium rate 
of increase in real output of five per cent a year. Similarly, a slowing of 
the annual rate of increase in wages from eight per cent to five per cent 
would restore the balance between demand and supply in the labor market. 
In short, if market equilibrium were maintained throughout the adjustment 
process then supply and demand would continue to be equated at positive 
rates of increase in wages and prices rather than zero or negative rates of 
increase. 

This helps to clarify what has to be explained when a relatively modest 
reduction in the rate of demand expansion in money terms has led to a rise 
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in unemployed resources. Under these conditions it is not necessary to 
explain why unemployment of labor and excess capacity in the typical 
market fails to lead to a decline in prices and wages or to zero change. All 
that needs to be explained is why rates of wage and price increase fail to 
adapt fully and at once to the slackened rate of demand expansion—in short, 
why a fairly high positive rate of inflation does not immediately give way to 
a lower positive rate. 


The Need to Disaggregate 


It is often convenient to talk about the economy as if it were one large 
organization and to discuss its “behavior” in terms not very different from 
those used to describe the behavior of individual firms and households. We 
know, however, that the concept of a national economy is a highly abstract 
notion. Such an abstraction simplifies the complexity of the real world to 
the point where basic economic relationships can be grasped by those con- 
cerned with economic management, but the degree of simplification can be 
serously misleading if carried too far. 

The economy is not, in fact, a single entity, but rather a complex organism 
with a great many interrelated parts and a vast array of different markets, 
each of which has a number of participating firms, groups and individuals. 
It is these firms, groups and individuals operating in particular markets who 
determine particular prices and wages. Thus even if experience at the aggre- 
gate level were sufficiently extensive to permit reliable generalizations, we 
would still be uncomfortable in not being able to account for what happened 
in terms of the behavior of the decision-making units involved. It is the 
circumstances facing these individual units which condition their response to 
changing market forces, and the sum of these individual reactions shapes 
the response of the economy. Since, in fact, we have such a limited range 
of relevant experience for the economy as a whole it is essential that we 
test alternative hypotheses purporting to explain inflation by studying the 
behavior of firms, organized groups and individuals. 


The Role of Uncertainty 


If one bears in mind the complicated diversity of individual markets in 
which firms and individuals operate, it is little wonder that response to 
changes in overall economic conditions is far from swift. The market condi- 
tions facing particular decision-makers at any point in time differ widely 
and arise from many different sources. Some of these influences are specific to 
a particular enterprise, others are specific to a particular industry or region, 
and still others are related to general economic conditions. Of course, when 
overall economic conditions change, the situation in individual markets tends 
to alter in the same way; but this is certainly not true for all markets, espe- 
cially when we are considering comparatively mild variations in general 
economic conditions such as those experienced over the last two decades. 
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Many sources of economic disturbance affecting particular product or labor 
Markets are random, self-reversing occurrences to which firms would be un- 
wise even to try to react since by the time these disturbances were perceived 
_ they would already be disappearing. 

Changes in market conditions do not come neatly labelled for the benefit 
of those they affect. Perhaps a particular disturbance is simply a chance 
occurrence. Perhaps it is of more enduring character, but related specifically 

to the situation of the firm or industry. Perhaps it is of a more general 
character. But even when a particular economic decision-maker is aware 
that a general change in economic conditions is occurring, it is usually far 
from clear how the change will affect his own situation. 

Thus most economic decisions are inevitably made in situations surround- 
ed by a great deal of uncertainty. Not surprisingly, changes in market condi- 

tions are not perceived immediately, nor is the appropriate response at all 
clear. Considerable time may elapse before much reaction to changes in 
market forces can be expected to occur. 


Uncertainty in Labor Markets 


These considerations apply particularly in labor markets, and given the 
important role of unit labor costs in price determination which we pointed 
out in the previous chapter, are clearly of crucial significance. Labor is not 
some commodity with standardized specifications, like barley or coal, that 
can be acquired readily and easily through an organized market. Instead, 

individuals possess a very heterogeneous set of skills, characteristics and 
aptitudes that are relevant to employers. Similarly, a very wide variety of 
jobs are available in the economy, only some of which are appealing to 
particular individuals. This means that job-seeking and recruitment in the 
labor market often involve expensive and time-consuming processes of 
gathering information about available jobs and available job-seekers. It also 
means that it is virtually impossible for a particular job-seeker or employer 
to know fully the range of opportunities facing him, or to perceive very readily 
that circumstances are changing in ways requiring an alteration in existing 
patterns of wage-setting. 

To see the nature of these problems more clearly, it is worth considering 
under what circumstances an employer might be induced to offer unusually 
large wage increases. He would tend to give increases larger than those 
generally considered to be the norm in relevant areas of the labor market 
when he wants to make it easier to attract people to his employ, or to make 
it easier to keep those who are working for him from leaving. This cir- 
cumstance will normally arise when he feels that he is facing increasing 
problems in recruiting new employees or keeping his present ones. For this 
to occur, not only must existing or potential workers believe that their chances 
of getting better jobs elsewhere have improved, but the employer must perceive 
their reaction to that belief. Since people often resign in any case for other 
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reasons, and since other factors may also affect how easy it is to get workers, 
it is no wonder that it may take some time before the need for a different 
wage policy becomes evident. 

It is equally difficult for employers to recognize a change in the labor 
market conditions facing them that would make wage increases smaller than 
the prevailing norm appropriate. One sign of such a change would be that 
employees were not resigning for pay reasons and would not leave even if 
lower than normal wage increases were forthcoming. Another indication of 
an easier labor market would be less difficulty in filling positions at the going 
wage rate or even lower rates. Since the circumstances facing an individual 
firm are often affected by random influences, however, it may well take 
some time before it is recognized that these indications of an easier labor 
market are the result of a general change in economic conditions. 

Uncertainty about what is happening in particular labor markets leads to 
delayed reactions to a general change in economic conditions, and these 
response lags are increased by the time dimension of transactions in labor 
markets. It is easy when considering the effect of changes in supply and 
demand conditions in any particular market to slip into thinking of that 
market as generating price responses by a kind of continuous auction process. 
A moment’s reflection on the nature of the labor market, however, makes it 
clear that there are very few cases indeed in which methods of granting wage 
and salary increases permit such immediate flexibility in rates of employee 
compensation. 

Indeed if one is looking for an analogy, decisions on the part of employers 
and employees which determine the size of wage increases are more like 
decisions by landlords and tenants which determine property rents than they 
are to the bids and offers of participants in an auction market. This is 
obvious in the case of collective bargaining agreements extending over one, 
two or three years. Unlike someone offering an apartment for rent, the 
unionized employer is not of course guaranteeing the employment of particular 
union members for the contract period, but he is agreeing that over the life 
of the agreement he will pay stipulated wage rates to his employees. 

It is perhaps less obvious that something very similar to arrangements of 
this kind exists even where there is no formal collective bargaining agreement 
and no union. Thus if wage increases are given annually, in effect the firm 
is entering into an agreement with employees for that period of time. 

This periodic characteristic of most wage-setting means that there are 
limits to the extent to which there can be an immediate response to changes 
in economic conditions. At any point in time arrangements will already 
have been made stipulating the rates of compensation which will be received 
by most employees, whether for the next three months or for the next three 
years. Barring a very drastic change in circumstances these will in fact be 
the rates paid over the next three months or three years even though 
economic conditions may already be changing substantially. Thus even if 
there is a recognized change in labor market conditions generally employers 
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will have a tendency to postpone adjustments until the usual time for pay 
revisions comes around again. To the extent that an increased demand for 
labor is reflected in newly settled pay increases, there will of course be an 
immediate rise in the month-to-month average of wage and salary increases. 
It may take as much as a year, however, before most of the wage structure 
has adjusted, and for those employees with two or three-year contracts the 
adjustments will come even later. Similar delays in wage adjustment will occur 
when the change in labor market conditions is in the opposite direction. 


Long-Term Considerations in Wage Determination 


Once it has become widely recognized that a general change in economic 
conditions has occurred and the customary time has arrived for revising 
wage and salary levels, it might be expected that the altered situation in 
labor and product markets would quickly be reflected in the decisions taken. 
Since any such effect either on union or on non-union wage settlements 
in recent years has been surprisingly limited even after a considerable lapse 
of time, something more appears to be involved than simply a lagged 
reaction. In considering what these additional factors might be, we begin 
with a discussion of non-union labor markets, postponing until later the 
question of what effects the existence of unions might be expected to have 
on the process of wage adjustment. 


What needs to be explained is why, when it has become evident both to 
employers and to employees that a substantial change has in fact taken place 
in labor market pressures, that the average size of pay increases shows such a 
limited reaction. 


The answer may be that even if employers and employees have both 
come to recognize that at least a temporary change in the pressure of 
demand for labor had occurred, employers may not feel it to be in their 
long-term interest to take advantage of what may turn out to be a temporary 
situation. Instead, they may prefer to continue to offer something close to 
past wage and salary increases unless and until it becomes clear that the 
change is more than temporary. 


It is not difficult to see why employees would prefer customary pay 
arrangements under which temporary economic set-backs brought little or 
no reduction in the usual size of wage or salary increases. If employees set 
a high value on wage treatment of this kind, it may also be advantageous 
for the firm or organization to maintain a reputation for being a “good 
employer” in this regard. Such a reputation may make it possible to get 
and keep a higher quality labor force for the same price, or one of equal 
quality at a lower price, than would be required if there were less stability 
in employer-employee relations. 

The emphasis many employees place on security is a consequence of the 
fact that for most people the bulk of their income is derived from their 
jobs, rather than from material wealth or property. Markets in jobs have 
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important differences from markets in other assets. In the first place a man 
cannot make a permanent sale of his services nor can he even lease them 
on a long-term basis, since indentured labor is illegal.’ Moreover, given 
that the individual must “own himself” there is no easy way in which he 
can diversify. He cannot exchange a piece of his equity in himself if he is a 
plumber in Toronto for a share of a dentist in Vancouver. This places him in 
a vulnerable position. If the price of his particular skill were to fluctuate like 
that of a commodity on a free market, the individual would be faced with a 
considerable measure of insecurity. 

There is a good deal of evidence that most people are averse to risk—at 
least when a significant proportion of their total assets and income is 
involved—and studies of behavior in financial markets and the existence 
of the insurance industry tend to confirm this. Risk aversion means that 
many employees in an uncertain world will pay something to reduce that 
uncertainty; that is they will prefer a lower expected average real wage with 
a smaller potential variability, to a larger expected real wage with the 
prospect of wider variation. Many employers with reasonably stable demands 
for labor over the course of business fluctuations can go a long way towards 
meeting this preference of many of their employees. Some, particularly 
governments, can offer both job security and an implicit guarantee that 
wages and salaries will be kept broadly in step with comparable rates of pay 
elsewhere. Some private employers can offer virtually complete job security 
for all their regular employees together with a reputation for “fair” treat- 
ment. Other private employers faced with wider fluctuations in output can 
only offer a reasonable measure of job security for their established people, 
but they too can develop a reputation for basing their treatment of employees 
on considerations which are as long term as their economic situation permits. 

This analysis may go some distance in explaining why few firms react to 
an excess supply of labor by holding down wages and salaries and by 
bringing in lower cost recruits to replace some of their existing employees. 
If a firm is prepared to grant wage increases higher than those required 
by current market conditions, and if it is also prepared to retain some 
existing employees even when the return in terms of current output* is 
well below the price they are paying for them, then there will be a sharp 
fall in recruiting and a form of “job rationing” will take place at the 
existing wage®. Those who have ration coupons—i.e., those with jobs—get 
something like their usual wage increase, while those without jobs cannot 


1The market for university teachers is sometimes described by those looking for appoint- 
ments as a slave market. When permanent tenure enters into the bargain in this market, 
however, it is the employer rather than the “slave” who binds himself. 

21t will be worthwhile for firms to retain employees at some current loss in order to 
avoid future hiring and training costs. It is suggested in the text, however, that even higher 
current losses are justified if by establishing a reputation as a good employer the firm is able 
to hold equivalent staff at lower rates over the long run. 

8 This “job rationing” gradually disappears as demand rises and firms find it increasingly 
difficult to obtain recruits at the wage they are offering. Of course, in situations where unions 
have been able to raise the wage well above the free market price some “job rationing” may 
exist at all levels of demand. 
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easily get employment even if they would be prepared to undercut the 
market price. For the firm, buying less expensive labor would mean dis- 
placing some existing employees with consequential bad effects on person- 
nel relations, and in any event the reduced price might still be above the 
immediate value to the firm of the labor services involved. Thus a different 
policy is followed with respect to labor than with respect to other cost 
elements. A manufacturer may ruthlessly replace one source of materials 
by another if the new supplier is prepared to shade the price, but he is 
usually much more loath to do this if people rather than things are involved. 


The tendency to treat labor in a quite different way from other inputs 
has led to much stress being placed on the “social” aspects of labor markets. 
In a recent revision of his Theory of Wages the English economist, Sir 
John Hicks, recalled the attention he had given to this aspect of the labor 
market in his first edition 40 years ago, and pointed out the importance 
in this market of confidence in fair treatment over time and the avoidance 
of feelings of injustice. To the extent, however, that a “good employer” 
can obtain economic benefits over the longer run from the employment and 
pay practices associated with such a policy, his apparent “non-economic” 
behavior in the short run is capable of “economic” explanation in a longer- 
term perspective. 

The extent to which firms and organizations will think it worthwhile to 
be “good employers” in order to maintain morale and avoid the loss of 
valued personnel will vary from firm to firm and industry to industry. Some 
firms in some industries rely sufficiently heavily on casual employees that 
there is little incentive to use techniques designed to maintain a good con- 
tinuing relationship. In a number of these cases pay scales will be heavily 
influenced and sometimes determined by the legal minimum wage. In others, 
pay increases will respond fairly quickly to the difficulty or ease of hiring 
and retaining employees. 

On the other hand, many firms and organizations have developed tech- 
niques which keep their employees reasonably happy without management 
having to spend an inordinate amount of time on personnel matters. As 
we shall see when we discuss the results of our empirical research, there 
has been a widespread adoption in recent years of “scientific” pay practices 
in which the pay increases of a firm or organization are related through 
pay surveys to the wage and salary increases given elsewhere. This lends 
a certain automatic quality to pay decisions and ensures that, except in 
the face of a very serious change in the fortunes of an individual company, 
a scaling down of pay increases may have to become fairly general and 
widespread before it has much effect on the pay increases of a particular 
firm. 

There is reason to suppose that when firms have long-term pay policies J 
this will have an asymmetrical effect on wage changes in response to changes 
in labor markets. Thus, when labor markets weaken the firm may feel it 
desirable to continue matching the increases of others unless there has been 
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a very drastic decline in its earnings. For some time, therefore, wage 
increases may not decline very significantly in the face of greater ease in 
hiring and retaining employees. On the other hand, when labor markets 
tighten and firms are no longer able to obtain enough employees they will 
find it profitable to pay what is necessary. Thus an equivalent change in 
labor market pressures may produce bigger increases in pay raises when 
the market tightens than the decreases produced when there is an equivalent 
degree of slackening. 

We have now analysed some of the reasons for lags in wage response 
in non-union labor markets, and pointed out that if the changed conditions 
in labor and product markets are thought to be only temporary, there 
may be very little response at all. We now turn to an analysis of the 
unionized labor market. 


The Effect of Unions on Wage Determination 


The fact that unions are involved does not alter the problem of recogniz- 
ing that a change in economic conditions has occurred. It is true that 
union leaders may be in a better position to assess the developing economic 
situation than individual employees, but the wishes and views of the union 
membership will necessarily play a large part in the decisions taken. Thus 
here, as in the non-union sector, there will be a good deal of uncertainty 
about the prospective market situation facing the firm, industry or the 
economy generally. 

In addition, there is a time dimension to union contracts which ‘is 
generally longer than that associated with periodic pay increases in non-union 
situations*. Thus the opportunity to react to a change in economic conditions 
is often subject to longer delays than when no formal bargaining takes 
place. Moreover, bargaining takes time and this in itself introduces further 
delays. Finally, the contract period extends for a considerable period ahead 
and this limits the degree of flexibility in the size of wage adjustments 
that can be expected. 

We shall return to a discussion of these and other influences on the 
response of union settlements to changes in economic conditions. Before 
doing so, however, we digress briefly to consider the views of those who 
regard unions as a chronic source of upward pressure on wages and prices. 

It is easy to understand how views of this kind come to be held. One of 
the main functions of unions is to try to raise the wages of their members. 
Since this is almost invariably done in the face of opposition from employers, 
it appears obvious that union activity usually results in higher wages than 
the employer would be willing to pay in the absence of the union. 

In general, this is in fact the case. By bringing collective pressure to bear 
on their employers backed by the threat or use of strikes, unions are ordinarily 


“While they are longer in the sense relevant here, they are not, of course, longer than 
the kind of implicit “contracts” we referred to in the earlier discussion of non-union labor 
markets. 
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able to win more favorable working conditions and higher rates of remunera- 
tion for their members than they could obtain otherwise. 

The extent to which unions can accomplish these ends is subject to 
limits, however, since the process is not without consequences both for the 
union members and for their employers. é 

With given productivity increases, higher relative wages involve higher 
relative costs for the industry and result in either a reduction in profit margins 
or higher relative prices for its output. Higher prices in turn means that less 
output can be sold; the size of the reduction being dependent on the extent 
to which close substitutes for the product exist, and the extent to which the 
costs of competitors are also being pushed up. 

The latter consideration suggests that the ability of unions to raise wages 
is greater when they can put pressure on most of the major suppliers in an 
industry than when they operate in only a small part of an industry. Even 
when they affect all of an industry, however, the usual result of higher 
wages is to raise unit labor costs and thus to reduce output and employment. 
The reduction in employment will be the greater the more readily employers 
are able to substitute other factors of production for labor. 

It follows from these considerations that any union, be it large or small, 
is faced with a trade-off between levels of compensation and levels of 
employment for its members, and at any point of time it must decide 
how far it is desirable to press demands for higher wages. Given that these 
decisions have to be reached in an on-going economy with money wages 
rising year by year and a good deal of uncertainty about the market con- 
ditions likely to be facing the firm, the industry or the economy, these 
are difficult decisions to reach. 

Over the years, however, such decisions are taken, bargaining occurs, 
trials of strength take place and unions obtain differentially higher wages 
for their members, the size of such differentials depending on the relative 
strength of the unions involved. Given the existence of these differentials, 
the question for unions is whether it is in the interest of their members to 
try to widen them further, even though this may adversely affect the amount 
of work available for their members. 

On the face of it the answer seems to be clear. If the position of unions 
becomes more powerful than in the past, or if they learn to exert such 
power as they possess more vigorously than in the past, they may be able 
to widen even further the existing gap between the wages received by 
their members and those received elsewhere in the economy. In the absence 
of changes of this kind, however, it is difficult to see why these differentials 
would widen. Unless the extent of unionization of the labor force has in- 
creased, or the powers of unions have been strengthened, or they have 
learned to use their power with greater vigor, a convincing case cannot be 
made that the mere existence of unions results in continuing upward pressure 
on wage levels generally. 
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It has sometimes been argued that while unions alone cannot create 
inflation, they can do so in conjunction with those responsible for demand 
management. The easiest way to visualize this possibility is to think of a 
situation in which virtually all employees in a country belong to one big 
union. If, given the rate of demand expansion, the members of this union 
force large wage increases on employers, then unemployment will rise. If in 
response to public outcry against rising unemployment the government raises 
the rate of demand expansion, this will make possible an increase in prices, 
a decline in the rate of increase of real wages, and a resulting reduction in 
unemployment. The one big union, seeing its money income increases eaten 
up by price increases, could then demand another large increase in money 
wages and the process would be repeated. 


It is evident that even if there were one big union and it were in a 
position to impose its will on the economy, it might not be able to bring 
about a rise in the rate of real wage increase through this technique. The 
conclusion might then be reached that bargaining should be on real wages 
rather than money wages and it would then not be possible for the govern- 
ment to avoid unemployment by lowering real wages through inflation. 


In the case of North America, it is relevant to this argument that the 
labor forces of Canada and the United States cannot be described even 
approximately as being organized in one big union. It is true that there 
is no definitive way of determining the total influence of unions. It could be 
argued that the statistics which show only a third of Canadian employees as 
members of unions understate their influence. Many non-unionized employees 
of unionized firms obtain the same increases as unionized employees and there 
are many firms which regularly adopt union scales or better as a means of 
avoiding unionization. It could be maintained, therefore, that the proportion 
of the Canadian labor force which has its wages and salaries determined by 
union agreements is closer to one-half than to one-third. 

It could be argued equally easily, however, that there are vast differences 
in the power of various union groups and that there are employee groups 
which are not formally certified which exercise more power than many 
unions. Any quantitative measure of those able to exercise a significant 
influence over their own wages and salaries is thus open to question. What is 
not open to question is that, with the degree of unionization in Canada 
between 1958 and 1964 very similar to that of recent years, inflation was 
not a serious problem during that period. It was not until a rapid expansion 
of demand set off a rise in wages and prices that conditions arose which 
lent some plausibility to the union-push theory. On the other hand, in a 
number of European countries, many informed observers have reached the 
conclusion that events can be most effectively explained in terms of the one 
big union hypothesis. 

Both employers and unions are frequently baffled by the contention of 
many economists that there is considerable doubt that unions have had any 
substantial effect on the distribution of income between employees and 
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owners of wealth or property. The argument is a relatively straightforward 
one. Granted that unions can raise money wages in those parts of the 
economy in which they exercise their power, the level of employment in those 
sectors is adversely affected. Those who cannot find work in unionized 
industries may remain unemployed for some time, but over the longer run 
they will find their way into employment in other sectors. The pressure of 
labor supply in the latter areas of the economy will tend to lower relative 
wages. It is possible that the net effect will be to lower the average rate of 
return on capital and thus shift income from property owners to employees, 
but in many economies this does not appear to have happened. In an open 
economy like Canada’s with large international flows of long-term capital, 
it is difficult to see how domestic labor practices could in fact have large or 
long-lasting effects on returns to investment without also having substantial 
economic effects of a more general kind. If returns to property are not 
reduced significantly as a result of union activity, the gains won by em- 
ployees in the unionized sectors of the economy must be offset by corre- 
spondingly lower wage and salary increases in other sectors. 


Whatever the long-run effect of unions on the share of real income 
accruing to labor, it seems clear that in the absence of an increase in union 
power or an increased use of that power, there is no reason to expect the 
average rate of money wage increases to become higher simply because a 
significant proportion of the economy’s work force is unionized. On the 
other hand, the timing of response of such increases to changes in market 
conditions could be affected. We have already indicated that there are reasons 
for expecting longer lags in the wage adjustment process when collective 
bargaining is involved than when it is not. These lags include the delay 
before contracts come up for settlement, the time taken in bargaining and 
the length of the future period over which contracts take effect. When 
employers complain, however, about the unresponsiveness of union demands 
and union settlements to a change in economic conditions, it is not merely 
delays of this kind that they have in mind. 

On the face of it there is a vast difference between the circumstances in 
which wage increases are granted in non-union situations and in unionized 
employment. In the one case an employer may, of course, decide to continue 
to give substantial pay increases until it is abundantly clear that any change 
occurring in the economic climate is more than temporary. In the union 
situation, however, an employer is faced with what looks like a much harder 
choice. Either he must grant a wage increase which he thinks is excessive, 
or he must be prepared to undergo a lockout or risk a strike with all the 
short-run consequences for profitability which such action implies. Duress 
of this kind appears quite unrelated to the considerations influencing wage 
decisions in the non-union sector. 

It remains true, however, that both employers and unions must reach 
a judgment on the extent to which a change in market conditions is merely 
temporary or more fundamental and long lasting. If there is a difference 
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of view between management and labor on future market prospects, with 
employers more pessimistic than the unions, this disagreement may well 
be reflected in a rash of work stoppages. 

It would appear that unanticipated inflation frequently tends to lead to 
a divergency of view on future prospects. In Figure 7 the proportion of 
working days lost through strikes and lockouts in the last half-century is 
plotted against year-to-year changes in the Consumer Price Index. It is note- 
worthy that the largest annual time losses have come during periods of 
abnormally rapid price increase. 


Empirical Evidence 


The quantitative studies carried out for the Commission on the factors 
influencing the size and timing of wage changes in Canada have con- 
fronted the usual complexities involved in analyses of wage determination.° 
In addition, they suffer from serious data limitations. It is unfortunately 
the case that we do not have enough relevant, detailed and reliable in- 
formation on wages and salaries, fringe benefits, productivity, labor market 
conditions and income shares over a sufficiently long period to permit firm 
conclusions to be drawn. 


Our studies made use of the annual survey of prevailing wage rates 
compiled by the Department of Labour for major industrial groups, to- 
gether with data on new wage settlements and base rates in force under 
major collective agreements in industries other than construction. In addi- 
tion, use was made of series compiled by Statistics Canada recording 
average weekly wage and salary earnings, at much the same level of 
ageregation, and average hourly earnings in certain broad industrial di- 
visions. These, unfortunately, are the only series on a monthly or quarterly 
basis which are available over any considerable run of years and are thus 
the ones on which research has concentrated even though they are in- 
appropriate for many purposes. Various earnings, wage and labor-cost 
figures were employed to give a finer but still fairly general breakdown. In 
manufacturing industries where data are more reliable, average hourly 
earnings were examined both for the total and for major manufacturing 
groups, to establish the patterns shown over time and among various 
industries®. Finally, we have examined the wage changes of a limited 


5 Our own studies include those by L. D. Taylor, S. J. Turnovsky and T. A. Wilson, 
The Inflationary Process in North American Manufacturing; B. L. Scarfe, Price Determination 
and Process of Inflation in Canada; J. G. Cragg, Wage Changes in the Canadian Economy; 
J. G. Cragg, The Use of Proxy Variables; G. G. Johnson, Non-Union Wage Changes in Can- 
ada; and W. Thirsk, Regional Problems of Inflation and Unemployment. Earlier studies include 
R. G. Bodkin, E. P. Bond, G. L. Reuber and T. R. Robinson, Price Stability and High 
Employment, Ottawa, Queen’s Printer 1966, Economic Council of Canada, Special Study 
No. 5; G. L. Reuber, Wage Determination in Canadian Manufacturing Industries, Ottawa, 
Queen’s Printer, 1968, Prepared for the Task Force on Labour Relations; G. Saunders, Wage 
Determination in Canada, Canada Department of Labour, Occasional Paper No. 3, 1965. 

6 This investigation is contained in Taylor, Turnovsky and Wilson, op. cit. The wider 
investigations, which are even more hampered by the lack of information are found in 
Scarfe, op. cit., and Cragg, op. cit. 
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sample of individual firms by interview, ‘questionnaire and a study of 
their reported wage rates’. 

Studies based on this rather heterogeneous statistical information yield 
results which are broadly consistent with the hypotheses about wage and 
salary changes which have been put forward above. Particular studies, how- 
ever, attach differing weights to the various factors involved, and the studies 
taken as a whole do not provide conclusive support for any one point of view. 
The findings of these studies contain enough anomalies to suggest that im- 
portant issues remain unresolved, and that while more research may be needed, 
at least at present the gaps in the available information preclude the establish- 
ment of firm conclusions. This is not surprising. The statistics are inadequate 
in various ways, and it will be a long time before information is available of 
the kind needed to narrow the theoretical and empirical differences which 
still characterize debate on the determinants of wages and salaries. 


The general conclusions of our studies are as follows. First, it appears that 
demand pressures in the labor market are an important determinant of wage 
and salary changes. In some cases these labor market conditions are best 
represented by the unemployment rate; in others, by vacancies, by changes in 
employment or by a combination of these quantities. Some studies, though 
not all, suggest that demand pressure in product markets and the level of 
profits may have additional effects. 

Second.) the studies tend to find that past experience with respect _to infla- 
tion plays a role of the kind suggested in our discussion of implicit long-term 
arrangements between employers and employees. Thus, given the degree of 
demand pressure in the labor market, wages will increase more rapidly the 
more rapid has been inflation in the recent past. In some cases this effect is 
caught by past rates of changes of prices, in others by past rates of change of 
wages. In either instance, the finding is usually taken to indicate the im- 
portance for the wage-setting process of expectations formed on the basis 
of past experience. An additional, though related, factor is prevailing rates of 
pay, or recent pay increases, in certain other industries, confirming the belief 
that as employers and employees become aware of rates of pay in comparable 
occupations wages in their own industry tend to be adjusted. 


There are also cases where investigators find that changes in wages in the 
United States have an effect on Canadian wages*. This has often been re- 
garded as a non-market form of emulative behavior, but it is important to 
remember that general economic conditions in Canada are typically very 
much affected by those existing in the United States. As a result, rates of 
increases of wages in the United States may well provide a useful indication 
of the order of magnitude of increase that would be warranted by conditions 
in the Canadian market. This question will be discussed in greater detail in 
alater chapter. Quantitative studies of wage change have two other features 


7Cf., Johnson, op. cit. 
8 Cf. especially Bodkin, Bond, Reuber and Robinson, op. cit., and Taylor, Turnoysky 
and Wilson, op. cit. 
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which bear on the present discussion. First, they generally show that there are 
long delays before the full effects of the changes in market conditions which 
produce wage changes are realized. This, of course, is consistent with our 
discussion of the uncertainty that is particularly apparent in the labor market 
and with the mutual desirability of long-term arrangements. A second finding, 
indicating asymmetry in the response to unemployment changes, is consistent 
with the views expressed earlier about the implicit understandings that exist 
between many employers and their employees. It is found in most cases that 
starting from any particular unemployment rate, a given reduction in the rate 
is likely to lead to a greater acceleration of average wage increases than the 
amount of deceleration brought about by a comparable rise in the unemploy- 
ment rate. It thus appears that greater losses of employment are involved in 
reducing the average size of wage increases by a stipulated percentage than 
the employment gains recorded when the average size of such increases rises 
by a similar percentage. 

There are hints in some of the studies that the increasing share of income 
going to income taxes has been a source of upward pressure on wages through 
its adverse effect on levels of take-home pay’. In general, of course, efforts to 
offset the effects of the progressive income tax by increasing nominal wages 
and salaries cannot fully succeed, since rising average wage levels merely 
tend to produce a still larger share for taxes. Nevertheless, the public’s 
attempts along these lines to resist the tendency of governments to claim an 
increasing share of income may have exacerbated the problem of controlling 
inflation. 

The existence of substantial lags in the adjustment of wages to changing 
labor market conditions, together with the influence of past price and wage 
increases on current wage increases, mean that the connection between 
unemployment and inflation is not a simple one between less unemployment 
and higher rates of wages and price increase. Instead, the nature of the 
dilemma facing the economy is that low rates of unemployment tend to be 
accompanied, at least for a time, by accelerating rates of increase of prices 
and wages!®. Thus to restore reasonable stability even in the rate at which 
prices are rising may, in the absence of other measures, require substantial 
unemployment once severe inflation has been allowed to develop. It also 
follows from these quantitative studies that if reliance were placed on demand 
restraint alone to deal with an entrenched inflation, a return to more modest 
rates of wage increase might well involve a long period of abnormally high 
unemployment. 

In addition to carrying out broader quantitative studies the Commission 
initiated some research which concentrated more closely on the wage deter- 
mination decisions of particular non-union firms in various parts of the 
country.!! Some of the conclusions of this research are quantitative in nature 

® Taylor, Turnovsky and Wilson, op. cit. 
10We discuss more fully the question of acceleration of rates of increase of wages and 


prices when the unemployment rate is low in Ch. VI. 
1 See G. G. Johnson, op. cit. 
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but many of the more interesting responses drawn from questionnaires and 
interviews are qualitative in nature. The results of this study suggest that 
factors on both the supply and demand side of the market have contributed 
to the recent lack of responsiveness of wage increases to the existence of 
economic slack. 

In discussing the extent to which pressures in the labor market had eased 
since the end of the 1960s and firms had experienced a more ready supply 
of labor, a number of employers pointed out that in fact the availability of 
willing and qualified people had not altered as much as might have been 
expected. Some support for this point of view is to be found in the recent 
behavior of the unemployment rate for males aged 25 and over. This rate 
reached a peak level of 5.6 per cent in the summer of 1970 and has since 
declined below five per cent. In the recession of the early 1960s, by 
contrast, it had reached a peak of 7.8 per cent. 

Various factors were mentioned as contributing to this limited change in 
labor availability. These included the improved access of unemployed persons 
to private and public support, which allowed them to remain without 
jobs for longer periods and to be more selective in the jobs they wanted. This 
was frequently coupled with reference to changing attitudes to work, 
resulting in people effectively withdrawing from the labor market temporarily 
or permanently, although still considered to be unemployed. 

Reference was also made by a number of employers to the effect on their 
labor costs of increases in minimum wages in recent years. A number of 
firms which had made a practice of operating close to minimum wage levels 
found it necessary to make upward adjustments in their wage structures. 
Table V includes an index of average minimum wage rates taking into 
account industries under both federal and provincial jurisdiction and using 
as weights the number of workers employed. This can be compared with the 
indexes of general wage rates, the industrial composite of average weekly 
wages and salaries, and average hourly earnings in manufacturing. Between 
1965 and 1970 the average level of minimum wages rose by about 56 per 
cent while the other indexes of wage rates or earnings rose by 39 to 44 per 
cent. The further increase in minimum wages in 1971 was only marginally 
below the other three indexes. In view of the very large increases in 
average minimum wages which occurred in 1969 and 1970, it is not sur- 
prising that this appeared in the results of a survey made in 1971. Frequent 
mention was also made of increased competition from the pay scales of 
government. 

These observations by private employers have been voiced often enough 
in the past not to occasion any surprise when they turn up in the results of 
a survey. What is perhaps more interesting is the impression gained of chang- 
ing methods of handling wage and salary administration in a number of non- 
union firms, and the effect this may be having on the wage adjustment 
mechanism. What has happened in recent years is that a number of large 
non-union firms have adopted wage and salary administration plans often 
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referred to as job evaluation plans. The spread of practices of this kind 
_has resulted from a desire to make wage-setting procedures more systematic 


_and less arbitrary, thus giving employees more confidence in the “fairness” 
_ of the decisions taken. 


TABLE V 


Indexes of Minimum Wage Rates and Other Wage Measures, 
Canada, 1965-71 


(year-over-year percentage changes, 1965 = 100) 


National Average 
Average Weekly Wages 
Minimum and Salaries, Average Hourly 
Wage General Wage Industrial Earnings 
Rates Rate Index Composite Manufacturing 
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Index Change Index Change Index Change Index Change 
BIO Fo te.024.. 100 — 100 8.9 100 See 100 4.9 
BOG ey ie here 109.7 OF 106.4 6.4 105.9 5.9 106.1 6.1 
ea 115.1 4.9 114.5 756 113.0 627, 113.2 6.7 
MIGS Ts... 122.6 6.5 123.4 7.8 120.8 6.9 12h. Tee 
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There is a strong tendency for wage and salary administration plans of 
this kind to tie together increases occurring within the same firm, and to relate 
increases in the whole pay structure to those being granted by other 
employers. The effect is to reduce the responsiveness of the firm to changes in 
the ease or difficulty with which it can obtain or hold suitable personnel 
in its own immediate labor market. This means that a fairly wide response 
by a number of employers is necessary before the information obtained 
_ from pay surveys indicates the need for downward adjustment in the wage 
and salary increases granted by a particular firm. 


These changes in wage-setting arrangements have had the effect of 
lessening the dependence of wage decisions on current labor market condi- 
tions and increasing their dependence on past rates of wage increase. In line 
with our earlier hypothesis on the nature of the long-term arrangements in 
labor markets, there appears to be some asymmetry in the process. Firms 
are prepared to give significantly higher increases in response to extreme 
tightness in the market for particular skills but are less likely to give sharply 
reduced increases in the face of extreme ease. 


The tendency for large non-union firms to relate their pay increases very 
Closely to those of other employers widens the network of relationships 
which binds together wage and salary increases over large areas of the 
economy and makes them less responsive to changes in current economic 
conditions. It has long been recognized that union demands and collective 
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bargaining settlements are frequently very much influenced by settlements 
obtained elsewhere in the economy. It has often been thought that in non- 
union sectors of the economy these responses would be much more flexible 
and less tied to what has happened or was happening elsewhere. There are 
examples to be found of considerable responsiveness by employers and 
employees to the ease or difficulty or finding jobs or suitable workers in 
their own labor markets. It appears, however, that institutional developments 


TABLE VI 
Duration of Major Collective Agreements 


(as percentage of total number of agreements) 


Under 18-29 30 months 
18 months months or over 
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Source: Canada Department of Labour. Agreements covering units of 500 or more employees, 
excluding construction. 


TABLE VII 


Average Duration of Major Collective Agreements 
in Canada, Signed Each Year from 1953 to 1971 


(months) 
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Source: Economics and Research Branch, Canada Department of Labour. 
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degree of responsiveness of wage setting to current economic conditions. 


_ So far as union wages are concerned, a comparison was made of the 
| magnitude of increases in average earnings over the decade of the 1960s 
by industrial groupings which varied widely in terms of their degree of 
unionization. In general, the size of gains in average earnings in relation to 
_ degree of unionization failed to show any systematic pattern. 

On the other hand, there is evidence that the average term of collective 

agreements between unions and employers has lengthened considerably 
since the 1950s. Data compiled by the Canada Department of Labour 
showing the percentage of agreements classified by duration for three 
successive six-year periods beginning in 1954 are given in Table VI. 

The lengthening term of collective agreements in Canada over the last 
two decades can also be measured by the average length of major agree- 
ments signed each year. In Table VII, the estimated average duration of 

contracts is shown for recent years, weighted both by number of agreements 
and by number of employees covered. 


| 
| 
| 
in the non-union labor market in recent years have significantly reduced the 
| 
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chapter three 


PRICES, PROFITS AND INFLATION 


Introduction 


Given the analysis in Chapter II of how wage and salary levels move in 
response to economic forces, it could be argued that we have already gone a 
considerable distance in providing an explanation of how the prices of goods 
and services are determined in response to changes in market conditions. 


_ After all, over a wide range of the economy prices can be thought of as made 


up of production costs per unit plus a mark-up. Costs in turn are in large 
measure made up of direct labor costs or labor costs entering indirectly 
through the prices of materials or services purchased by firms. For most 


sectors of the economy, therefore, the behavior of prices is dominated by 


changes in the trend of labor costs!. Changes in profit margins and similar 
returns to property in response to changes in economic conditions are gener- 
ally of secondary importance in explaining price movements. 


Returns to Capital as a Proportion of the Price of Output 


The limited role of profits or of property income as a whole in the 


_ determination of overall price movements is sometimes illustrated by quanti- 


tative analysis of the various factor incomes and other payments derived 


from the prices at which output is sold. For example, taking 1970 and 1971 
_ together, these income components were roughly as follows. About 78 per 


cent of the Gross National Product was made up of payments to factors 


‘In certain capital-intensive industries, of course, changes in the cost of capital dominate 
changes in labor costs as an influence on price movements. 
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of production, i.e., net national income at factor cost. The remaining 22 
per cent was the sum of capital consumption allowances and indirect taxes 
less subsidies. 

Since capital consumption allowances are not part of the net income 
of firms, it can be argued that they should be excluded from property income. 
Indirect taxes less subsidies are also not part of property income, and 
since they result from governmental decisions it can be argued that they 
too should be excluded from the factor payments under the control of firms 
when making price decisions. 


We are then left with net national income at factor cost, of which roughly 
three-quarters is recorded as compensation for labor services and around 
one-quarter as returns to capital. It is this 20 per cent of Gross National 
Product, representing net returns to capital, which would seem to be the 
centre of any discussion on the role of mark-ups in influencing prices. 
Indeed, some would go further and suggest that it is the 10 per cent of the 
Gross National Product accounted for by pre-tax corporate profits which 
is the relevant magnitude for this purpose, a figure which indicates the 
relatively minor role of corporate profits in determining the level of prices 
in Canada. 


This is not the only possible way of doing such arithmetic, of course, and 
somewhat different results would follow from the use of alternative concepts 
and estimating procedures for which an equally reasonable case could be 
made. The general impression left by such calculations would, however, 
be much the same. Compensation for labor services undoubtedly takes’ a 
much larger proportion of the total proceeds of sale of output than the 
share going to net profits, interest and miscellaneous investment income. 


Those making a case that corporate profits have been a relatively un- 
important source of our recent difficulties can reinforce their case by 
pointing out how sharply profits in fact responded to the decline in the 
rate of demand expansion around the end of the 1960s. From their high 
in the first half of 1969 to their low in the second half of 1970 total 
corporate profits fell by more than 10 per cent. Thus it can be argued not 
only that corporate profits are a minor element among the incomes derived 
from the price of output but also that they are highly responsive to a 
reduction in demand, and hence can hardly be blamed for contributing to 
the problem of continuing inflation during a period of economic slack. 


There is something to be said for this point of view, but it fails to 
recognize the extent to which profits respond in a volatile way when demand 
growth speeds up as well as when it slows down. While profit margins are 
typically squeezed when demand growth slows down and thus have little 
to do with the persistence of inflation when unemployment is growing, by 
the same token the rapid growth of profits and widening of margins when 
demand growth accelerates obviously helps to initiate episodes of price and 
wage inflation. 
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It is easy to see why the economic system responds as it does to changes 
in the rate of demand expansion, but as we shall see later it is by no means 
easy to see how the nature of this response could be changed without the 
risk of adverse effects. Beginning from a position in which the economy 
has some unemployed capacity, a stepped-up rate of demand growth will 
have its first effect on output and employment. For the reasons discussed 
in the previous chapter it is not to be expected that the trend of wages 
will respond immediately. This means that while markets for output will 
have improved, the trend of normal unit labor costs (i.e., unit labor costs 
at normal levels of capacity utilization and normal productivity growth) 
will not at first reflect the strengthening of market demand conditions. 


During this phase of quickened demand expansion actual unit labor costs 
will be moving in a way that is highly favorable to employers. The sharply 
rising volume of output will ordinarily lead to a rapid rise in productivity, 
reflecting the more effective utilization of labor within firms. The com- 
bination of a buoyant market for output, strongly rising productivity and a 
lag in the response of wage and salary increases to improved demand for 
labor will normally lead to a rapid rise in profits. This will happen even if 
output prices respond as slowly to changes in final demand as do increases 
in money wage rates, and such a profits bulge would be avoided only if 
there were a substantial slowing of the rate of price increase to reflect the 
parallel slowing of the rise of current unit labor costs. With the demand for 
output rising, however, market pressures tend to work against such a price 
response, and either as a result of the free interplay of demand and supply 
or because firms can raise prices without losing their share of the market 
there will be a tendency for the rate of price increase to accelerate rather 
than slow down. 


The bulge in profits which occurs in the early stages of an acceleration of 
demand growth has feed-back effects on the economy. Rising profits provide 
encouragement for increased investment in plant and equipment and provide 
more cash flow to help finance such investment. In the past this has often 
meant that a moderate expansion which was gradually reducing the level of 
unemployed resources has become converted into an investment boom and 
eventually into a substantial overshoot of demand. 


The same increase in profits which stimulates investment can also have a 
stimulating effect on wage demands and wage decisions, although the in- 
dependent effect of enhanced profitability is difficult to disentangle from that 
of the strong demand for labor usually found at this stage of an economic 
expansion. To the extent that the wage demands of unionized employee 
groups and the wage offers of employers are influenced by the profitability of 
their firms or industries, the rise in profits helps to set the stage for larger 
wage and salary increases. Putting these effects together it is not difficult to 
see how the increase in profits generated by economic expansion can set in 
train the kind of cost and price increases which will later prove very difficult 
to reverse. It is thus not difficult to make the case that at least during the 
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initial stages of an inflationary outbreak the relatively small corporate profits 
tail can wag the whole economic dog. 


The Response of Prices and Profit Margins to Changes in Demand 


We now turn to how prices are determined and, in particular, to how they 
respond when economic conditions change. It will be recalled from our dis- 
cussion of wage and salary determination that the existence of uncertainty 
together with the time dimension of wage-setting practices help to account 
for the long lags in the response of labor markets to changes in the rate of 
demand expansion. We also suggested that if employers and employees re- 
garded a slowing of demand growth as only a temporary interlude, with 
inflation likely to continue over the longer run, it was quite possible that any 
such wage response would be relatively minor. This analysis seems to us to 
provide the main explanation for the trend of wage and salary increases, 
and hence of normal unit labor costs, during recent years. 

The question then arises whether these same influences affect the size of 
the mark-ups over unit costs from which profits and other returns to capital 
are derived. It is evident that uncertainty raises difficulties in reaching price 
decisions which are very similar to those encountered in making wage deci- 
sions. The demand conditions which will prevail in the future for the output 
of the firm and the industry cannot be known with certainty. Moreover it is 
often difficult to appreciate and confirm changes in the demand situation 
which have already occurred, and it therefore takes time to make what are 
thought to be appropriate price adjustments. 

This is not a problem for those who sell their output in organized markets 
where prices adjust immediately to balance off supplies and demands, and 
market participants must take the going price if they are to do any business. 
In fact, however, few products are sold in this way. A more typical pattern 
is that producers periodically set prices and then have to wait and see what 
level of demand will emerge. Since chance plays a large part in the day-to- 
day and week-to-week variations in demand, the discovery of underlying 
demand conditions and of the prices appropriate to these conditions is not 
clear and immediate. 

The Commission’s investigations of a wide variety of prices in the 
course of the price restraint program of 1970 confirmed that a substantial 
degree of uncertainty surrounds the making of many prices. Neither the 
exact timing nor the exact magnitude of the price changes could be fitted 
into a precise formula, and it was clear that the decisions involved were 
difficult ones. Indeed, it appeared that the outcome might well have been 
different had other people taken the decisions on the same evidence or 
had the same circumstances arisen at another time. This is hardly surpris- 
ing since the market situations facing most firms at any point in time are 
highly complicated. For the same reason it is no surprise that prices do not 
respond instantaneously to changes in the market demand conditions facing 
firms. 
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The slowness of response that stems from the time required to appreci- 
ate that changes in the environment of the firm have taken place and to 


assess their magnitude is one form of delay. To this must be added lags in 


implementing decisions to change prices. Some of these may be almost 
mechanical in nature. A firm price contract may fix some prices for a 


period ahead, just as the issuing of a catalogue or the publication of a new 


price list may inhibit immediate changes. Moreover, the firms which set 
prices are interested in their earnings over the longer run. Given the likely 
reaction of customers to seemingly erratic pricing behavior, changing prices 
as frequently as in an auction market would not be a profitable strategy 


for firms to follow in many of the markets in which they sell. They are 
thus more likely to adopt a policy in setting prices that is likely to achieve 
acceptable results over a period of years than to attempt to react too 
closely to the immediate vagaries of the market. Indeed, responding to 
-each short-run change in demand as it became evident might well have 
perverse results. 


We have seen that there may well be some parallelism between the 


lags found in labor markets and those found in output markets, and there- 


fore some parallelism in the response of wages and prices to changes in 
economic conditions. It is not surprising that there is also some similarity 


in the part played by expectations in the two markets. Those who set 


prices develop habits and strategies based on what has proved to be suc- 
cessful in the past. Following periods when prices generally have risen 


little and demand has been weak, counsels of prudence with respect to 


price increases may well prevail even when the economic climate seems to 


be improving. Conversely, following times when prices generally have been 


rising and strong demand has been experienced, there may be a tendency 
to believe that events will continue to justify price increases even though 
the immediate prospects might make them look dubious. 


Economic Structure and Price Flexibility 


In the above discussion it should be clear that we are discussing markets 
in which sellers have some degree of short-run discretion in choosing their 
prices. This element of discretion seems at odds with the image many 
people have of a competitive market—one in which the typical seller has 
no control over the price at which he sells. Before government marketing 
of grain, the grain farmer was a favorite textbook example of a competitive 
seller of this type. It has long been recognized that competition in modern 
economies rarely approaches the degree of “pure” competition found in 
some commodity markets where each seller is simply a price taker. Almost 
as rare is the firm with a clear-cut, unregulated monopoly. Rather, the vast 
majority of business firms lie between these extremes in a range which 
economists sometimes call imperfect competition. Such firms have some 
control over price, but their freedom of action is limited by the existence 
of other producers of similar products or of reasonably close substitutes. 
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Not only did the grain farmer of earlier years have no control over his 
selling price, but he also had very little in the way of steady or permanent 
employees. Most of the labor he needed, and frequently the land as well, 
was supplied by the producer himself or by his family. In response to a fall 
in demand, grain prices fell. Rather than reduce wages or wage increases, 
lay off employees, or work short time, the farmer and his family accepted 
a cut in the return to their own capital invested in the farm and to their 
own labor services. 


We have already noted that the typical modern business firm has a sub- 
stantial number of more or less permanent employees, and that it is signi- 
ficantly inhibited by information problems as well as by long-run profit 
considerations from cutting wages and salaries (or even moderating their 
rate of increase very sharply) during periods of excess labor supply. We 
now wish to consider the additional question of how much flexibility there 
is in the firm’s margin over these costs in its price-setting behavior. Does 
the typical firm, imperfectly competitive or even monopolistic, use its 
discretionary power to delay its price response to changes in demand? 
Before turning to an analysis of the empirical evidence we have assembled 
in this connection, it is worth digressing for a moment to consider what 
economic analysis has to say about the effects of imperfect competition on 
the rate at which prices rise in the absence of uncertainty, that is, where 
economic units know what market demand conditions they face and will be 
facing in the future. 


The Effects of Monopoly Power in Price Behavior 


Traditional economic analysis holds that the mere existence of monopoly 
power, whether exercised by business firms, unions, professional groups or 
individuals, should not be expected to produce continuing inflation without 
a continuing rise in demand. 


As we have noted, an individual business firm possessing some monopoly 
power is in a position to decide the price at which it is going to sell its 
product.* It is sometimes thought that this is enough to explain why there is a 
rise in the prices of goods and services sold by firms possessing some 
monopoly power. After all, the argument runs, if they can choose a higher 
price it is not surprising that they do so. 


It is evident, however, that there are some difficulties here. It is clear 
enough that those firms possessing market power can charge higher prices at 
any given level of demand than they would otherwise be able to charge if 
there were more competitive conditions in their industry. Indeed, if they 
are interested in making as much profit as possible they not only can but will 
charge higher prices than under competitive conditions. The higher the price, 


* There is, of course, a sense in which any firm even in the most competitive of industries, _ 
can decide on its own price, but if that price is above the competitive price it will sell nothing — 
and if it is below it will shortly run out of capacity. 
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however, the less they sell and at some stage a further increase in the price 
will reduce rather than increase their profit. This is, then, the level of prices 
which will maximize their profit. If they are fearful of the entry of other 
firms or the possibility of governmental intervention and are concerned with 
how well they do taking one year with another rather than with making a 
sudden killing, the price charged may be lower than that which would 
maximize their profit in the short run. The general conclusion is, however, 
that at any given level of demand higher prices will tend to be charged by 
firms with some degree of monopoly power than they could charge otherwise, 
but these will not be rising prices. 


Of course, if overall demand is rising strongly and continuously, and if 
we assume away uncertainty, prices of monopolistic firms will be rising 
over time in response to increases both in the demand for their output 
and in their costs. But these forces determining such price increases origi- 
nate outside the firm, and similar price increases would just as surely be 
observed under such conditions in the most purely competitive of markets. 
On the same reasoning, a monopolistic firm would respond to a fall in 
demand by lowering its price, since the price level at which it realized its 
maximum profit would now be lower. The fact that we do not observe 
rapid response of this kind to a fall in demand is primarily due to the cost 
rigidities emphasized earlier. It is also, however, a reflection of the pervasive 
uncertainties which surround price-setting decisions, the rationality of price 
behavior based on rules of thumb which have proved useful in the past, 
and perhaps to a lesser degree the costs to producers and consumers alike 
of continual, erratic price movements. 


What kind of price behavior would this line of reasoning lead us to expect 
Over a series of economic fluctuations including periods both of boom and 
recession? Certainly we would not expect, as has sometimes been suggested, 
that firms with concentrated market power could succeed in raising their 
prices relative to competitive industries not only during periods of expan- 
sion but also during periods of recession—possibly by reducing their prices 
less under such conditions than firms exposed to strong competition. Why 
Should monopolistic firms take several decades to exploit to the full such 
power as they possess to charge a relatively high price, rather than do so 
at once and then simply maintain their relative price advantage? Even if 
the extent of monopoly power in the economy were increasing steadily 
over time, the resulting long-run rise in the prices of concentrated industries 
could be expected to bring economic forces into play which would produce 
an offsetting relative decline in prices in competitive industries. 


Another question of some interest is whether, during a period of expan- 
sion, there is any tendency for the prices of firms having some monopoly 
power to rise relative to those of firms selling under more competitive 
conditions. In the light of the preceding argument, this would imply that 
monopolistic prices fall relative to competitive prices during periods of re- 
cession. Are there systematic shifts in demand or in pressures on costs 
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that bear differently on concentrated than on non-concentrated industries 
over the course of business cycles? 

It is difficult to find a clear-cut analytic answer to this question. To 
the extent that firms in certain highly atomistic industries resemble our hypo- 
thetical grain farmers, we might expect exceptionally large price increases 
in such industries during expansions and exceptionally small increases— 
or even substantial price reductions—during recessions. The price of the 
labor employed in such industries is relatively volatile, and quite apart 
from this, when firms are price takers what limits increases in their output 
is the higher unit costs involved in producing additional output. Thus, only 
with a rise in the industry’s prices will any extra output be forthcoming 
at times of rapid demand expansion. As noted earlier, however, there are 
relatively few industries of this nature in modern economies. 


Over the broad range of imperfectly competitive industries it is not 
easy to make any hard and fast judgments. Whether concentrated or less 
concentrated industries will have more flexibility in their wage and employ- 
ment policy is not clear. Certainly in all industries, producers will be deterred 
from increasing their mark-ups by the extent to which competing suppliers 
are operating below capacity. It is difficult, however, to see why variations 
in the amount of excess capacity should differ systematically between highly 
concentrated and less concentrated industries. 


In highly concentrated industries there may be special reasons for re- 
straint in pricing policies during booms reflecting the fear, noted above, 
that high short-run prices and profits may attract new firms as well as 
government attention. Firms in a less concentrated industry may realize 
that high profits are likely to attract new entry, but given their relatively 
small size and consequent inability to affect the situation through their 
actions alone, they will have less incentive to hold down their prices. Cer- 
tainly, it is the large firm in a highly concentrated industry that is likely 
to attract public—and therefore, government—notice. Thus there may be 
some basis, though a rather weak one, for supposing that more concen- 
trated industries are likely to show more price restraint during expansions 
than competitive industries, together with less downward flexibility of prices 
in periods of slack demand. 


Empirical Findings 


When one turns to the empirical evidence on price-making in the Canadian 
economy, it seems to be consistent with the hypotheses outlined above*. This 


8 The following paragraphs are largely based on three studies done for the Prices and 
Incomes Commission: B. L. Scarfe, Price Determination and the Process of Inflation in 
Canada, study prepared for the Prices and Incomes Commission (Ottawa: Information Canada, 
forthcoming), esp. Ch. IV; Lester V. Taylor, Stephen J. Turnovsky and Thomas A. Wilson, 
The Inflationary Process in Canadian Manufacturing, study prepared for the Prices and In- 
comes Commission (Ottawa: Information Canada, forthcoming) esp. Ch. V; and D. G. 
McFetridge, “Short-run Price Adjustment in the Canadian Manufacturing Sector” in Essays on 
Price Changes in Canada, prepared for the Prices and Incomes Commission (Ottawa: Infor- 
mation Canada, forthcoming). 
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is true with respect to the reasons prices rise, the existence of response lags, 
and the effect of concentration or monopoly power. While particular studies 
may disagree among themselves on the exact nature and size of the effects, 
a fairly clear overall pattern emerges. In broad outline this pattern also 
appears when U.S. price changes are examined}. 

Research into price change suggests that four factors are at work. Each 
plays a separate role in price changes; that is, if one factor changes while 
the others do not, the price change described can be expected to occur, Of 
course, what usually happens is that all are changing simultaneously, and the 
outcome depends on the relative strength of the various forces at work. 


\First, when there is a rise in the demand for the output of an industry 
relative to its productive capacity, prices tend to rise. Further, a rise in prices 
tends to lower the amount demanded from an industry®. Conversely, when 
demand falls, relative to capacity, prices tend to fall. If at the same time 
unit costs were constant, it would be seen directly that the price change 
involved a change in the margin over unit costs. Usually, however, unit costs 
are also changing and, as we shall see, these changes too affect prices. 


Seca SO 


Second, prices tend to rise when there is a change in labor cost per unit of 
output at normal or trend rates of growth in output and productivity. Given 
the deficiencies of the information and the fact that “normal” unit costs can- 
not be observed directly but can only be inferred on the basis of rather 
arbitrary assumptions, it is interesting that nevertheless “normal” costs appear 
to be the operative concept in many of the cases examined®, 


The prices of goods and services purchased from other industries and used 


in the production process representa third {influence in the determination 
of particular prices. These are often of very considerable importance to the 
individual firm. Changes in these costs, however,. reflect price increases 
in other parts of the economy and are not properly regarded as a separate 
influence in overall price changes. They reflect how price changes are 
transmitted from one part of the economy to another, not how prices come 
under pressure in the first instance. 


(Finally, prices in Canada tend to rise or fall when the prices of cor- 
responding goods or services in the United States rise or fall7. We shall 
return to this factor in a later chapter. 


On other issues, the conclusions emerging from the data are somewhat 
less clear-cut. For example, there is some evidence that prices tend to rise 
when capital costs rise or when taxes on profits rise®. The evidence, how- 
ever, is a good deal weaker and the propositions much more in doubt than 
those we have already discussed. All these findings refer specifically to 


*Cf. Taylor, Turnovsky and Wilson, op. cit., Ch. VII. 

5 Cf. Scarfe, op. cit., Ch. IV. 

*It is possible that difficulties in identifying “normal” unit labor costs explain why they 
have not been found to be clearly relevant in other cases. 

™The study by Scarfe, op. cit., is an exception here. This factor is not stressed by him 
largely because he found it of minor importance rather than because he did not consider it. 

8 Cf. Taylor, Turnovsky and Wilson, op. cit., Ch. V. 
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industry selling prices rather than to the prices paid by consumers. Little 
relevant statistical information exists to allow one to pursue the price- 
formation process through distribution channels’. 


The second major issue concerns lags in the response of prices to the 
forces which make them change. Here again the story told by the data seems 
very clear and the studies find that there are indeed lags of some impor- 
tance!”, Thus the response lags which we have been stressing in our dis- 
cussion of inflation arise not only from the delays involved in the process 
of wage change, but also from delays in the price response to changes in 
demand or in costs. Furthermore, it seems that these response lags differ 
among various industries, with some responding more quickly than others. 
Thus the process of price adjustment to change either in general demand 
conditions or in general cost conditions is likely to involve substantial tem- 
porary variations in relative prices. It also appears to be the case that the 
speed of price response to changes in underlying influences is often different 
depending on which factor—demand, labor costs, material costs, or foreign 
prices—has changed'!. This may help to account for the striking degree to 
which short-term relative price change occurs in the Canadian price 
system!2, a feature which cannot help but increase the uncertainty surround- 
ing price decisions since other price changes are an important input into 
those decisions. 


These response lags are, in part, evidence of the existence of discretion in 
the setting of prices. However, the pattern does not seem to be related in 
any clear way to industrial concentration or monopoly power. It has been 
suggested that powerful firms may react more strongly or more quickly to 
an increase in demand than to a decrease. Since there is always a good 
deal of variation in demand among industries even when overall demand is 
growing steadily, it can be argued that this may impart an upward or in- 
flationary “bias” to the economy, since price increases made by those 
firms whose demand is rising will not be fully offset by the price decreases 
of those firms whose demand is falling’*. 


Different price responses to increases in demand from those occurring 
when demand decreases can be observed in certain sectors of the Canadian 
economy!*. However, the sectors involved constitute a distinct minority of 
the industries in the economy. Moreover, some of the industries involved 
appear to respond more quickly to weak rather than to strong demand, 
whereas the reverse might have been expected. Thus little overall support 


®Cf. M. Whybrow and C. Wiseman, “Trade Margin” in Essays on Price Changes in 
Canada, which discusses the difficulties and commences analysis in one of these areas. 

10 The McFetridge study is an exception, but he did not consider the possibility explicitly. 

11Cf. Taylor, Turnovsky and Wilson, op. cit. 

“2 Cf. J. G. Cragg and H. T. Young, “Patterns in Price Change” in Essays on Price 
Changes in Canada, study prepared for the Prices and Incomes Commission. 

1 Cf. C. L. Schultze, “Recent Inflation in the United States”, Study Report 1, Study of 
Employment, Growth and Price Levels, Washington, 1957. 

14 Cf. Scarfe, op. cit., Ch. IV 
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can be found for the view that asymmetries in the speed of price response 
have played a major role in the process of inflation". 


Despite the failure to find any clear evidence for hypotheses of this kind 
in studies looking at the way different industries have set prices over time, 
the statistics do offer some hint that the prices of larger firms are com- 
paratively slow to respond to general increases in demand, though not to 
decreases’®, At the same time, the prices of firms in concentrated industries 
appear more likely to be unresponsive to slackening demand conditions than 
the prices of other firms!’. These findings are very weak and inconclusive 
and their quantitative importance, even if they are true, seems to be small. 
While further research may alter the picture somewhat, the Commission’s 
studies make it seem unlikely that differences in price-setting behavior asso- 
ciated with industrial concentration or the size of firms play any large or 
continuing role in the process of inflation. 


4 This is not to deny that on the cost side downward rigidities in rates of wage increase 
would tend to produce this effect. 

16 This is based on K. Dennis, “Market Power and the Behavior of Industrial Prices”, in 
Essays on Price Changes in Canada, prepared for the Prices and Incomes Commission (Ottawa: 
Information Canada). 

17 Cf. Dennis, op. cit. Some of the findings of McFetridge, op. cit., contradict this. 
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chapter four 


UNEMPLOYMENT IN CANADA 


Introduction 


In the preceding chapters we attributed the relatively rapid pace of inflation 
in the latter half of the 1960s to the degree of demand pressure on Canada’s 
productive capacity and manpower resources that was beginning to build up 
in 1964, reached its peak in 1966, and did not entirely disappear—at least 
in the more buoyant regions of the country—until early in 1970. The slow- 
ness with which inflation has tended to subside under more recent conditions 
of slack demand is attributed, in turn, to the persistence of patterns of wage 
and price-setting behavior which had become firmly established during this 
extended period of buoyant demand and relatively rapid inflation. The belief 
that such conditions now are normal and only to be expected seems to have 
lingered on in spite of the change in the immediate economic environment. 


In the course of this analysis we drew attention to a rather puzzling obser- 
vation. A degree of demand pressure sufficient to set off a subsequent accelera- 
tion of cost and price increases seems to have begun building up as early as 
1964, when the seasonally-adjusted national unemployment rate, though 
falling, was still in the relatively high range of 4.5 to five per cent of the 
labor force. While the adjusted national rate subsequently fell as low as 3.5 
per cent, it rose again towards the end of 1967 and remained in the four to 
five per cent range during the following two years. With unemployment back 
‘up to this level, the relatively rapid pace of inflation showed no clear tendency 
‘to accelerate further, but neither did it show definite signs of moderating. 


It was not until 1970, when the rate rose well above five per cent, that distinct 
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signs of a slowing of the rate of price increase became apparent. Evidence 
of a moderating rate of increase in wage rates has taken even longer to 
develop, and remains rather inconclusive in the first half of 1972. 


On the face of it, it is both surprising and disturbing that a degree of 
demand pressure on capacity strong enough to cause rates of price and wage 
increase to accelerate should emerge at such a high level of national un- 
employment. Yet this observation is supported by the fact that although the 
Canadian economy has been exposed to sufficient intermittent demand 
pressure since the early 1950s to raise the Consumer Price Index by roughly 
50 per cent, the national unemployment rate over the same period has 
averaged slightly higher than five per cent of the labor force. 


It is true that over the same period the average level of unemployment 
in the United States, which is measured in much the same way as it is in 
Canada, has been only marginally lower than in this country. In other 
countries not only is unemployment measured in different ways, but there 
are also important differences in social and economic structure and in labor 
market characteristics which combine to make direct comparisons difficult 
to interpret. The impression is probably correct, however, that even if the 
statistical measures used in the various countries could be adjusted to 
provide a reliable basis for comparison, Canada’s average unemployment 
rate would still turn out to be relatively high by international standards. 

It is apparent that this phenomenon is intimately connected with an 
equally striking feature of Canadian unemployment experience—the per- 
sistence of marked regional differentials in unemployment rates. In the more ~ 
outlying regions of the country, particularly Eastern Quebec, the Atlantic 
Provinces and British Columbia, well-above-average unemployment rates 
are characteristically found whatever the level of the national unemployment 
rate. In the densely populated and heavily industrialized areas of Southern 
Ontario, on the other hand, the labor market appears to function with a 
relatively high degree of efficiency by international standards and at com- 
paratively low average levels of unemployment. Thus when the seasonally- 
adjusted national unemployment rate has been approximately five per cent, 
the actual level of unemployment of workers over 25 years of age at the 
seasonal low point in September has typically been about two per cent of 
the corresponding age group in the Ontario labor force. If labor markets 
in all parts of the country functioned as efficiently as this, the average 
Canadian unemployment level would not be greatly out of line with that of 
most other industrial countries. 

The fact is, however, that at levels of aggregate demand which have 
generated a significant degree of strain on productive capacity and an unduly 
tight labor market in the industrial heartland of the country, unemployment 
has still remained relatively high in other important regions of Canada. 


We shall be discussing at length the regional aspects of the problems 
of unemployment and inflation in the next chapter. The purpose of this 
chapter is to discuss some of the possible reasons why the Canadian 
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economy has encountered cost and Price problems in recent years at levels 
of capacity utilization which have still left large pools of manpower unem- 
ployed. We proceed by examining some of the main aspects of unemployment 
in Canada in recent years, and relate these to certain characteristics of 
our labor markets which are Particularly striking in regions of differentially 
high unemployment. 


The Nature of Unemployment Under Normal Demand Conditions 


It is highly unlikely that any economy, no matter how high the level 
of aggregate demand, could keep all those who wanted to work fully em- 
ployed at all times. 

This is not just a matter of the placement problems of new entrants to 
the labor force. Even when the overall level of demand for workers is ample, 
fluctuations are bound to occur in the employment requirements of particular 
employers and industries, reflecting relative shifts in demand and the seasonal 
or intermittent pattern of the production process long characteristic of many 
areas of the economy. 

To a considerable extent, temporary declines in a firm’s demand for labor 
Services are accommodated in modern economies by means other than 
laying off existing employees, particularly in areas where demand rarely 
fluctuated very sharply and the relationship between employer and employee 
is typically regarded on both sides as of a continuing, long-term nature. 
When demand slackens, the work force may simply be employed less in- 
tensively, with less overtime and more short-time working. It is true that 
new recruitment may be cut back severely, and only in essential cases will 
there be hiring of immediate replacements for those who quit or retire. 
Typically, however, the decline in demand will not be fully reflected in the 
number of persons employed, although it may lead to lay-offs even by this 
category of employer. 

In more volatile industries which rely heavily on casual labor, a decline 
in demand is much more likely to lead an employer to lay off workers almost 
immediately. For example, this is true of many areas of the construction 
industry. Even under normal conditions, many construction workers are 
accustomed to the risk of intermittent periods of temporary unemployment— 
which they seem prepared to accept up to a point—provided they regard 
their rate of pay for time worked as high enough to compensate them for 
this feature of their occupation. 

In relatively affluent societies with a high degree of social mobility, a 
great many people also decide to change jobs for better positions, or because 
of dissatisfaction between themselves and_ their employer, or for other 
reasons. Some leave to accept a job offer, but many leave to find a suitable 
job and thus join the ranks of the unemployed. 

In addition to employed persons who are laid off or quit to look for a more 
Suitable job, the other main source of normal inflow into the ranks of the 
unemployed consists of new entrants into the labor force—young people 
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looking for their first job, immigrants and many individuals with a relatively 
weak attachment to the labor force who want only temporary or part-time 
work. 


The outflow from the pool of recorded unemployment includes not only 
those who find new jobs, but also many who leave the labor force. Examples 
include young people who return to school, female workers who marry or 
have children, part-time or temporary workers who no longer want a job, 
persons who decide to enroll in educational or training programs, and 
“hard core” unemployed who become discouraged because of their lack of 
success in finding employment and give up the effort. 


The size cf the pool of unemployed workers depends on the respective 
rates of inflow and outflow through time. A relative change in these flows 
is also likely to change the average duration of unemployment. 


Even when an economy is generating a sufficient number of job vacancies 
to suit the skills and preferences of those seeking employment, there are 
various reasons why the process of matching up individual job-seekers with 
the appropriate job vacancies is bound to take some time. Both employers 
and employees have to undertake a search process in order to find the best 
employees available for the job and the best jobs available for the job-seeker. 
Up to some point it pays both employers and job-seekers to accept the 
costs of undertaking a more thorough and lengthy search rather than accept 
the first applicant or first job opportunity that comes along. As we shall see, 
the process of matching off particular job vacancies and suitably qualified 
job-seekers is typically much more difficult, time-consuming and expensive 
in certain areas of the Canadian labor market than in others. 


It would be difficult to regard the existence of some minimum level of 
unemployment largely of the kind described above as evidence that the level 
of aggregate demand in an economy was unduly low in relation to its 
productive capacity and manpower resources. We have argued earlier, how- 
ever, that in recent years the highest level of aggregate demand pressure 
under which the Canadian economy seems to have been able to operate 
without causing the pace of inflation to speed up has been one which gen- 
erated a national unemployment rate of the order of 4.5 to five per cent 
of the labor force. Is it at all reasonable to suppose that in the Canadian 
economy as it is presently constituted, and given the existing characteristics 
of its labor markets, such a high level of unemployment could be very 
largely of this frictional character? 


In order to explore this question further, we proceed to a closer examina- 
tion of some of the special characteristics of “normal” Canadian unemploy- 
ment and of the labor markets in which it arises. 


Labor Turnover, Unemployment and Vacancies 


A remarkable feature of the Canadian economy—one which is also 
common to the United States—is the very large turnover of jobs which 
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occurs on a regular and continuous basis. Data on job turnover! ceased 
in 1966. For the period 1953 to 1966, however, figures relating to a sub- 
stantial proportion of employment in Canada indicate that the number of 
separations per month (including those who resigned voluntarily and 
those who were fired or laid off permanently) averaged more than six per 
cent of the relevant employment total. The average number of hirings per 
month was a comparable percentage of the total number employed. Much 
of this turnover was concentrated in the construction and forestry indus- 
tries, but even in the rather stable transportation, communications and 
other utilities sector average turnover ran at more than three per cent a 
month. 

Much of this turnover is also a reflection of the large seasonal fluctuations 
in employment that normally occur in the course of the year. But this is 
only a part of the reason. Even when hirings and separations were at their 
seasonal lows, both measures are estimated to have run at rates greater 
than four per cent of employment per month?. While the data for hirings 
and separations cease in 1966, the records of the Canada Department of 
Manpower and Immigration indicate that rapid job turnover continues to 
be a very marked feature of employment in Canada?. 

Rapid job turnover might appear to go a long way towards accounting for 
Canada’s high average unemployment rate. If each of these separations left 
the person involved without work for three complete weeks, this would 
account for the bulk of unemployment. In fact, however, it seems that 
most of the people involved found other jobs—or dropped out of the labor 
force—with no interval of unemployment or only a short one, and for this 
reason do not appear even to have been recorded as unemployed. Never- 
theless, with turnover as high as this, it is easier to understand why the 
average unemployment rate in Canada has been so _high. 

The number of unemployed gives some indication of the supply of 
labor available to fill jobs. The corresponding concept on the demand side 
is job vacancies. Unfortunately, vacancy data of general coverage have not 
been available for the Canadian economy until very recently. These new 
figures are the outcome of the recently instituted Job Vacancy Survey. 
They start in the middle of 1970, and will help to fill important gaps in 
our knowledge of labor markets. They became available, however, at too 
late a date for extensive analysis by the Commission. In addition, they 
extend over too short a period to make extensive analysis very profitable, 
especially as they now refer only to a period when it is generally agreed 
that there was considerable slackness in the economy’. 

_* Statistics Canada, Hiring and Separation Rates in Certain Industries, Catalogue 72-006, 
various i1Ssues. 

2Cf. J. G. Cragg, Wage Changes and Labour Flows in Canada, Study prepared for the 
Prices and Incomes Commission (Information Canada, forthcoming), Ch. IV. 

’ Based on unpublished data referring to placements effected through the Canada Man- 

alg and National Employment Service. Earlier data were published in The Labour 


*Many people have noted the lowness of the vacancy figures when compared with unem- 
ployment figures. Needless to say, specific definitions have to be adopted to measure vacancies 
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The only data available on vacancies in Canada that extend over a 
considerable period refer to vacancies on file at Canada Manpower Centres? 
(and the former National Employment Service). These represent only a 
part of total vacancies, reflecting the limited extent to which employers 
rely on the government employment service, and are subject to other limi- 
tations. Nevertheless, the data do seem to cast some light on the behavior 
of labor markets. 

These vacancy figures are of two types. The first gives the new vacan- 
cies notified to the employment service in the course of the month. The 
second is unfilled vacancies at the end of the month. Adding those un- 
filled at the end of the previous month to those notified in the course of 
the month gives an indication of total vacancies available during the 
month®. The unfilled vacancies indicate how many of the total remain 
to be filled at the end of the month. 

Not surprisingly, there is a strong inverse relationship between unem- 
ployment and vacancies. Thus typically when there are more vacancies 
there are fewer people without jobs who are looking for work. Calcula- 
tions for 1955 to 1970 indicate that a one per cent increase in the unem- 
ployment rate was typically associated with roughly a 0.8 per cent decrease 
in total vacancies as a percentage of the labor force’, and was associated 
with an even larger percentage decrease in the rates of unfilled vacancies 
to the labor force. These data indicate that as labor markets become 
tighter in the sense that fewer people are seeking work, they also become 
tighter in the sense that more jobs are available. 


Failure to fill the jobs which are open in the course of the month can 
be taken as an indication of the difficulty employers are having in finding 
suitable employees. The higher the proportion of total vacancies that are 
unfilled, the greater might be thought to be the difficulty being encountered 
and the tighter the labor market. This proportion also varies inversely 
with unemployment, a one per cent increase in the unemployment rate 
being associated with roughly a 0.5 per cent decrease in this ratio. Thus, 


just as in the case of any other series. For good reasons, the definition adopted for measuring 
vacancies is a fairly stringent one. In any case, the figures do not represent the number of 
jobs that could be filled in a period, which seems to be how some commentators are inclined 
to view them, and it is not clear yet how they should be compared with the unemployment 
rate. Leaving aside technical matters of measurement, however, the number of vacancies that 
would correspond to balance in labor markets, when the only problem is the time taken to 
match those wanting work with the jobs available, is not necessarily equal to the number of 
unemployed. This is because there is a time dimension to the process of search because job 
openings and people looking for work are both entering the labor market on a continuous 
basis. One does not expect people always to take or to be offered the first job they investigate 
and if the investigation process takes longer for job-seekers than for employers, one would 
expect there to be more unemployment than vacancies even when the markets are in balance. 

5 Recent values of these series are unpublished. The source is the same as that for place- 
ments mentioned in footnote 2, page 11. 

6 Strictly speaking, end-of-month and beginning-of-next-month figures differ for technical 
reasons and in the summation the latter are used. This is only an indicator even for possible 
placements by the Manpower Centres because, for example, employers may have filled the 
vacancies in other ways or changed their minds about wanting to hire someone. 

7This calculation, and the ones referred to immediately below, are described in J. G. 
Cragg, op. cit., Ch. V. 
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as the unemployment rate becomes lower, labor markets also appear to be 
tighter on the demand side in the sense that there are more vacancies and a 
larger proportion of them are not filled by the end of the month. 

This relationship between the unemployment rate and the tightness of 
labor markets measured from the demand side appears to be fairly continu- 
ous. That is, as the unemployment rate declines, the difficulty experienced 
by employers in filling vacancies becomes steadily greater, as does the 
number they are trying to fill. 

One disturbing feature of the data is that over the course of the last 
decade the degree of labor market tightness indicated by any given ratio 
of unfilled vacancies to total vacancies has been associated with pro- 
gressively higher rates of measured unemployment®. Put differently, there 
has been a tendency over time for any particular unemployment rate to be 
associated with progressively higher ratios of unfilled vacancies to vacan- 
cies available. It is conceivable that this could reflect a trend towards 
increasing specialization of job requirements, but given the limitations of 
the data no firm conclusions can be drawn. The pattern may well reflect 
changes in the use made by employers of the government placement facili- 
ties rather than anything to do with general patterns in the labor market. 

The difficulty which employers experience in filling vacancies when 
labor markets are tight is exacerbated by the behavior of voluntary sepa- 
rations. The more such separations occur the tighter the labor market 
becomes. The probable reason is that people realize it is easier to find 
jobs when labor markets are tight and hence are more apt to quit to seek 
better opportunities in such circumstances. This partly explains why vacan- 
cies increase when unemployment becomes lower’. 

The main point to be emphasized in this section, however, is that even 
during periods of relative stability in the total number of unemployed 
persons or in the total number of job vacancies in Canada, the underlying 
situation which generates these figures is anything but static. There is a 
continuous stream of separations from previous employment and new 
entrants into the labor force adding to the number of job seekers. There 
is also a continuous stream of new vacancies emerging, and of hirings to 
fill these vacancies reducing the number looking for work. 

In Canada both these flows are normally quite large in relation to the 
total number of persons employed—much larger, perhaps, than is gen- 
erally realized. Changes in the relative magnitude of these flows underlie 
the growing difficulty experienced by job-seekers in finding suitable posi- 
tions as the unemployment rate rises, and the increasing problems en- 
countered by employers in filling vacancies with qualified applicants as the 
unemployment rate falls. 

Part of the mystery of why unemployment rates in Canada typically 
are so high revolves around why these flows are high and why the process 


eCh Crasg.-op: cit, Ch. V. 
® The behavior of separations and hirings is studied in Cragg, op. cit., Ch. VI and VII. 
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of finding employment is not more rapid. Little is known about this. How- 
ever, aggregate unemployment statistics do cover a wide range of very 
diverse experience in the process of job search and it is illuminating to 
investigate some of the patterns. Some typical differences in the unemploy- 
ment experience of major categories of job-seekers are examined in the 
next section. 


A Profile of Unemployment in Canada 


There are two stereotypes of the unemployed which come to many 
people’s minds when they think of unemployment. The first is that of the 
head of a household on whose earnings a family’s well-being is crucially 
dependent, who is able, willing and well-qualified to work, but who has 
neither been offered a job nor is likely to be offered one as far ahead as 
one can see. The second is that of the person who is too lazy or inept or 
uncaring to find or hold a job. While instances fitting each of these stereo- 
types undoubtedly exist among the unemployed, neither is typical of the 
situation of most job-seekers included in the unemployment statistics re- 
corded in Canada over the last couple of decades. Instead, a wide range of 
differing circumstances is concealed in the unemployment rates widely 
quoted. This section is concerned with giving a profile of unemployment 
as it has existed on average over the years 1965-70 inclusive. 


The prime source of information on unemployment in Canada is the 
Labour Force Survey. This is a sample survey, currently of about 30,000 
households, conducted each month by Statistics Canada. In the Survey, 
interviewers visit households selected as representative in order to deter- 
mine the labor force and employment status of members of the household, 
usually during the second full calendar week of the month!®. On the basis 
of this information, and through the use of “benchmarks” established from 
the Census and population trends, estimates of employment, unemploy- 
ment and various pertinent characteristics of persons falling in these cate- 
gories are arrived at. While the size of the sample is quite adequate for 
determining the major aggregates in the employment picture, it is too small 
to allow very fine classification of the unemployed. 

Extension of the Survey to cover a substantially larger sample would 
be very costly, but in our view more information about the previous history 
and subsequent employment experience of those who become unemployed 
could be very helpful in illuminating the nature of the various kinds of 
unemployment concealed within the total figures. Many of the characteris- 
tics of the unemployed which are already measured could be given a 
clearer interpretation if reliable information were available on how they 
were distributed regionally or by age and by sex. It is just this sort of in- 
formation which the Labour Force Survey, as presently conducted, cannot 
supply with any high degree or reliability. 


The “reference week” on occasion is the week before or after this. 
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The statistics produced by the Labour Force Survey pertain to the 
civilian population’ over the age of 13. The prime interest is in the form 
of economic activity in which members of this population were engaged 
in the week to which the Survey refers. The three main characteristics es- 
tablished are being employed, being unemployed, and not being in the labor 
force. The average breakdown over the period 1965-70 inclusive, in terms 
of percentages of the population and of various sub-classifications, is shown 
in Table VIII. 


TABLE VIII 
Labor Force Status of Various Groups 


(Percentages of Population Groups* 
Averages of Monthly Data 1965-70) 


Males Males 25 Females Females 25 
Total 14-24 and over 14-24 and over 
MEER V CO essa. scree as csies es avai 32-1 81.6 392 30.3 
MCI IO VE cre teecocessad Ze S725 3.4 2.4 0.7 
Not in the Labor Force.. 44.6 AZen 1520 58.4 69.0 


*Population Groups as defined for the Labour Force Survey rather than total population. 
Source: P.I.C. calculations based on data from Statistics Canada, The Labour Force. 


The members of the population who were not in the labor force were 
engaged in a variety of activities which are summarized in Table IX. 
From these figures, it can be seen that the majority of those who are not 
in the labor force are housewives while persons in school account for 
another sizable group. 


TABLE IX 
Activities of Those not in the Labor Force 


(Percentages of Total Not in the Labor Force 
Averages of Monthly Data 1965-70) 


Keepin grkiguse. 22 n:..-ctane eee 59.7 
COINS Ou SCOOOls ee et eee Dhich 
CENCE torre keer eine Lee eRe 18 


Source: P.I.C. calculations using unpublished data from the Labour Force Survey. 


A person is defined to be unemployed if he is without work and actively 
seeking work or is on temporary lay-off from his job. Except for cases 
where there is good reason to believe that seeking a job would be a hope- 
less or unfeasible undertaking, or in the case of temporary lay-offs, a 
person will be classified as unemployed only if active attempts to find a 
job are being made in the reference week. There is, as a result of this 


4 Besides members of the armed forces, inmates of institutions (prisons, mental hospitals, 
etc.), Indians living on reserves and residents of the Yukon and Northwest Territories are 
also excluded. 
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conceptual framework, a shading off between being unemployed and not 
being in the labor force when job search becomes minimal or lackadaisical. 
In the case of many groups in the population who tend to have acceptable 
alternatives to not working, it is questionable how much reliance can be 
placed on the classification reported as distinguishing between those who 
are available for work and those who are not. Changes in these figures are, 
however, likely to be a useful indicator of changes in this situation even 
if the levels are not necessarily correct. 

A highly important aspect of unemployment is the length of time un- 
employed persons remain without work. Most unemployment in Canada 
is of fairly short duration. A breakdown of the length of time that 
people who were recorded as unemployed had been without work is shown 
in Table X. 


TABLE X 
Duration of Unemployment 
(Averages of Monthly Data 1965-70) 


Percentage of Percentage of 
Unemployed Labor Force 
Wemporary: bay-Ofl, va0 ee ee ee ee ee Tice 0.3 
Without Job and Seeking Work 
Under l* Month. :4.55. cee acer ete eee ae 28 .2 1.3 
SSUOreterm) (Unemployment =. et ee tee 35.4 1.6 
Without Job and Seeking Work 1-3 Months................ 35.8 1.6 
Without Job and Seeking Work 4-6 Months................ 15.8 0.7 
Without Job and Seeking Work over 6 Months............ 13.0 0.6 
“Longer-term”’ Unemployment... 02. e.-creee 64.6 29 
OTA hie sakes ka, cdc emcee cane ee 100.0 4.5 


Source: P.I.C. calculations using data from Statistics Canada, The Labour Force. 


At first glance, these figures suggest that unemployment lasting more 
than one month is a very serious problem, as indeed it is. But the figures 
also indicate that the majority of those who become recorded as unem- 
ployed do not experience more than three months unemployment. This 
can be seen because the short-term unemployment is about equal to that 
which has lasted from one to three months. In those previous three months 
then roughly three times as many people became unemployed as are now 
recorded in the group whose first unemployment occurred in those months. 

No figures are available on what happened subsequently to people in 
the various groups of Table X and whether they found employment or left 
the labor force. Data are available on what those who were unemployed 
in the previous month were doing in the current month and what those 
who were unemployed in the current month were doing in the preceding 
month. The percentages of the unemployed in the three main categories 


74 INFLATION, UNEMPLOYMENT AND INCOMES POLICY 


are shown in Table XI. These data suffer from being based on people’s 
recollections of what they were doing in the previous month, which may 
not agree with what would have been recorded in that month. They are 
also not reconciled with the duration of unemployment data. 

Despite these problems, however, the figures are revealing. Of those cur- 
rently unemployed, almost 40 per cent had not been unemployed in the 
previous month. Of the latter group, three out of four had been employed, 
while the remaining one out of four had not been in the labor force. Almost 
a third of those who recalled having been unemployed in the previous 
month had found employment, and the number who had dropped out of 
the labor force averaged less than one-tenth of those finding jobs. The data 
indicate, therefore, that much of recorded unemployment is a reflection of 
job turnover or temporary lay-off rather than of search by new entrants 
or re-entrants into the labor force, and that while many find a job within a 
month, for the majority of the unemployed another month’s unemployment 
is normally to be expected. 


TABLE XI 
Changes in Status Among the Unemployed 
(Averages of Monthly Figures 1965-70) 


Status in Current 
Menth of Those 


Status in Preceding Who Recall Being 
Month of Those Unemployed in 
Currently Unemployed Preceding Month 
(Percentage of (Percentage of 
Currently Unemployed) Previously Unemployed) 
BETO VEC Ee ca ncarnenecpatincnnp'geed 61.4 65.3 
MOTD ER VOC nooks cow psstbagyartcavirecs 30:2 32.3 
Peerterart ADOrsPOrce 2h 2s..chs.cece Sd 2.4 


Source: P.I.C. calculations based on unpublished and unreconciled data from the Labour 
Force Survey. 


Unemployment strikes with very unequal incidence among particular 
groups in the labor force. For example, as Table XII shows, there are 
marked differences between men and women and among the different age 
groups in each category. Unemployment is much higher among younger 
workers than among the more mature age groups. Not only do women 
make up a much smaller proportion of the labor force than do men and so 
can be expected to be less numerous among the unemployed, but the un- 
employment rate among women is also much lower. Women are more likely 
to be engaged in housework when they are unemployed than are men and 
may be more apt to be classified as not in the labor force for the same 
degree of job-search activity!?. At the same time, the existence of the pos- 


| 2 It is interesting that in the United States, where the key questions are somewhat dif- 
_ ferent, the lower unemployment rate of women is not observed. 


| UNEMPLOYMENT IN CANADA 75 


sibility of keeping house may make women less likely than men to search 
for a job if they feel that the prospects of finding employment are not good. 


TABLE XII 
Age-Sex Distribution of Unemployment and the Labor Force 
(Averages of Monthly Figures 1965-70) 


Number of Number of 
Unemployed Labor Force 
in Group as in Group as 
Unemployment Percentage Percentage of 
Rate by Labor of Total Total Labor 
Force Group Unemployment Force 
(per cent) 
Males Aged 
WE A Bae date ee eereecn a Om Aa GLE Lig 134 5.9 
PAV EST: ld eal derma ins eli om tip Bd tr POLE 7.3 13.8 8.6 
Pa SE): WN Demerara en OG ee. We ttt 3.8 36.7 43.9 
55 :and Over. Be eee 4.8 1122 10.7 
ALsmen see ee ee eh THe | 69.1 
Females Aged 
14219 Fae et eee 8.3 8.3 4.5 
2) 24 PRR, ares eee eaten cast 32) 4.8 5.8 
ORE hs Na 1 8 tec SERN Lap A are VRB ONE Dez 8.3 17.1 
SSAC OVEL nee eee ee 1.9 1.4 i Ye 
AL WOMEN ee 3 IPS 30.9 


Source: P.I.C. calculations based on unpublished detail from the Labour Force Survey. 


Partly related to the high incidence of unemployment among youth, but 
also reflecting different behavior patterns, there is a noticeable difference 
between those who are married and those who are not with respect to un- 
employment. These patterns are summarized in Table XIII. It will be 
noticed that while married men account for almost 75 per cent of the male 
labor force, they account for little more than 50 per cent of unemployment 


TABLE XIII 
Marital Status and Unemployment 
(Averages of Monthly Figures 1965-70) 


Married Men as Married Women as 


a Percentage of a Percentage of 
All Men in All Women in 
Each Group Each Group 
Populations; "22h k eee ee 64.8 63.5 
Labor: Force cia ee a ee re ee 74.1 54.2 
Wnemploymentae- oe eae ee eee Stal 36.7 


Source: P.I.C. calculations using unpublished data from Labour Force Survey. 
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among men. Similarly, and equally dramatically, married women account 
for 54 per cent of the female labor force but only 37 per cent of the female 
unemployed. 


Finally, it is worth noting that over the period 1965-70, 40 per cent of 
the unemployed were heads of family units!® while another nine per cent 
were not members of family units. Among family units experiencing some 
unemployment 37 per cent had no members who were employed while the 
remaining 63 per cent had at least one member employed. 

There is also a noticeable difference in unemployment rates by educa- 
tional attainment. A summary is shown in Table XIV. It should be noted 
that these figures apply to January or February!*—months of high unem- 
ployment and low participation in the labor force. The most noticeable 
feature is the very strong tendency for those with lower educational attain- 
ment to have substantially higher unemployment rates. 


TABLE XIV 
Distribution of Unemployment by Educational Attainment 
(Averages of Available Data 1965-70) 


Unemployment 
Rate as Group Figure as a Percentage of Total 
Percentage 
of Group Unemploy- Labor 
Labor Force ment Force Population 
eae) (AA a a 17.4 iS Ges 1.1 
pome Public School.....:................- 12.2 30.5 14.4 V3 
Complete Public School................ 6.8 ele 17.9 sed 
ome High School vv...2:05....2...:...- 5.6 32.4 33 .6 35.9 
Complete High School.................. 3.1 11.3 BA Me 4 17.6 
more University... 022.00. 2.0 psa | 6.1 6.1 
Wniversity Degree......0..6600.6.:.c000--.- 0.9 1.0 6.3 4.3 


Source: P.I-C. calculations from unpublished compilations from the Labour Force Survey. 


The incidence of unemployment also varies widely among industries. The 
data available are based on the industry of last employment, so that per- 
sons who worked casually in one industry but who had a more permanent 
attachment to another are likely to be misclassified while no classification 
is possible for those who joined the labor force for the first time. Though 
subject to these limitations, the breakdown shown in Table XV is at least 
broadly indicative. It will be seen that two industries which are highly 


18“°“A family unit is defined as ‘a group of two or more persons who are living together 
in the same dwelling and who are related by blood, marriage or adoption’. .. . The head of a 
family unit is defined generally as the person who is mainly responsible for the maintenance 
of the unit. However, in families consisting of husband and wife (with or without unmarried 
|children), the husband is always designated as the head . . .” The Labour Force, Feb. 1972, 
ip. 43. 
| 44The relevant questions were only asked once a year, in one of these months. In 1968 
the question was apparently not asked at all, hence that year is excluded from the calculations. 
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seasonal have very high unemployment rates. These are forestry and con- 
struction. While forestry workers constitute a very small fraction of the 
labor force, construction is a much larger sector and it accounts for a very 
large proportion of unemployment—in fact more than double its share of 
the labor force. 


TABLE XV 
Industrial Composition of Unemployment and the Labor Force* 
(Averages of Monthly Figures 1965-70) 


i — 


Unemployment Unemployed Labor Force 
Rate as Group as in Group as 
Percentage of Percentage Percentage 
Group Labor of Total of Total 
Force Unemployment Labor Force 
POLeStiyic nc ee a ee ee ees 18.6 7.4 240 
Mininiowe 0 et Bee Aa eee 4.4 223 2.6 
Manntlactiiring rr. - cee 4:3 32.8 8135 
Construction as eee bleed: 26.4 11.1 
Transportation, Communication 
and other Utilities....-2.28 ee 4.2 a aey | 14.1 
A nels (cone ds, aaaeenb a mentee chalet creer y Sie | (Ce 26.1 
Finances. sees os bie ee orcs: ae in? 223 6.7 


*The unemployed who cannot be classified by industry are ignored. 
Source: P.I.C. calculations based on data from The Labour Force. 


Finally, there are also very marked differences in the typical regional 
patterns of unemployment, as shown in Table XVI. It will be noted that 
unemployment rates are highest in the Atlantic region, Quebec and British 
Columbia. The regional differences are particularly marked among men, 
though here again it is possible that a scarcity of employment opportunities 
for women may be more apt to show up in their not being in the labor 
force than in their being unemployed. As can be seen from Table XVI, 
females account for the highest percentage of the labor force in Ontario, 
followed by British Columbia, the Prairies, Quebec and the Atlantic region 
in that order. 

Very marked regional patterns have long been a feature of Canadian unem- 
ployment. We discuss the nature and origin of these persistent regional 
differentials in the next chapter. 

The strongest impression which arises from this review of unemployment 
is the very wide diversity among the typical unemployment rates of different 
groups. The underlying reasons for this diversity are many and varied. 
Unemployment strikes most severely at the young, the poorly educated, 
the unmarried, those in the eastern regions of the country and those usually 
engaged in forestry and construction. Some of these differences in unem- 
ployment experience reflect different behavior and attitudes towards the 
need to keep a job. Some reflect the seasonal or intermittent pattern of de- 
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mand for labor in particular industries or occupations. Some reflect the 
tendency on the part of many employers to try to provide greater job 
security for their more experienced, older, and better qualified employees. 


TABLE XVI 
Regional Breakdown of Unemployment 
(Averages of Monthly Figures 1965-70) 


Unemployment Group Group 
Rate as Unemployment Labor Force 
Percentage as as 
of Regional Percentage Percentage 
Group Labor of Total of Total 
Force Unemployment Labor Force 
Males 
Pa tlanticl a. weet .tttane. cee 8.6 11.0 5.8 
SITE DECS an eN co tcngr ste Tani ces tis 7.0 30.5 19.8 
SEPEILANIO Sea tees eS Ath: co, bs tos seicrains ts 3.4 18.8 25h 
SAC id paceman 9 oh Nm Aad ado tes, alte Sages Buz 11.6 
a oop GENE. See errs F, 5.9 $29 6.8 
Females 
UNITE TUS ois Sree nae Or 3.0 1.8 2A 
Oe OC err eer ete state ar aah e 4.2 7.8 8.4 
REPIIEAT Oe tee yo cca eine eo kat 2.9 1s) 11.9 
EL AILICS occ. ec ncvuseect tt ee oe Pap 2.4 Bid | 
ohare en et Meee) scot, biel ters: die 4.6 at 2 Bet 


SouRCE: Statistics Canada, The Labour Force. 


Seasonal Variations in the Labor Force, Employment and Unemployment 


Whatever the underlying trend, the level of unemployment in Canada 
typically moves up and down through a wide range during the course of 
each year in accordance with a strongly marked seasonal pattern. These 
fluctuations are in turn the product of marked seasonal variations in the size 
of the labor force and in the number of people employed. Given the extremes 
of the Canadian climate, many kinds of economic activity are much less 
feasible or attractive at certain times of the year than at others. 

The seasonal pattern of labor force participation is largely a reflection of 
the school year, although seasonal variations of more than trivial magnitude 
occur in the case of all age groups. To a considerable extent, the pattern 
of seasonality in employment resembles that of the labor force. The residual 
differences are great enough, however, to produce wide seasonal variations 
in the level of unemployment. In percentage terms the seasonal fluctuations in 
unemployment are much larger than those in employment or in the labor 
force, although in terms of the number of people involved they are much 
smaller. 

A useful way of measuring the normal range of seasonal variation in 
these series is to compare the number who were employed or in the labor 
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force at the normal seasonal peak with the corresponding number at the 
seasonal low point. Needless to say, seasonal fluctuations vary in magnitude, 
timing and intensity from year to year and cannot be quantified simply by 
examining the raw data. Estimates made by the Commission, using the age- 
sex breakdown of the figures available from 1953 to 1970, suggest that the 
magnitudes shown in Table XVII would be typical of the differences between 
the seasonal maximum and minimum levels expressed as percentages of 
the maximum?>. While the procedures used in calculating these figures 
do allow for different seasonal patterns for the various age-sex groups, they 
are undoubtedly under-estimates. Some who were employed or in the labor 
force when these series reached their seasonal lows were probably holding 
jobs of a seasonal character or would drop out of the labor force for 
seasonal reasons at some other time of the year. Nevertheless the figures are 
impressive. They suggest that something like 11 per cent of the jobs in the 
economy are of a seasonal character, and more than nine per cent of those 
who participate in the labor force do so on a seasonal basis. This seasonality 
is most striking among the younger age groups, many of whom are nor- 
mally at school or university, but it is also appreciable among those aged 
25 and over. 


TABLE XVII 
Seasonality of Employment and Labor Force 


(Estimated differences between seasonal maxima and minima as percentage of maxima)* 


Employment Labor Force 
Malescl 4-245 foi t eee eee Pee oe re 29.8 27.4 
Males; 25:-and overt... h:t. tee ee ee p26 1.9 
Remales:14-24 ie sea 17.9 pA 
Bemales325 and:ovet225e ee ee ee 5.8 25 
A Weir: Renee eae ae mere CONE aS We Uy ee ee Liz0 9.4 


*Calculated on the assumption of a constant, seasonally-adjusted unemployment rate of 4.7 per 
cent throughout 1969. 


Source: P.I.C. processing of data from the Labour Force Survey. 


Seasonality in employment and in the labor force generates seasonality in 
unemployment to the extent that seasonal entrants to the labor force are 
unable to find work and to the extent that employment ends for seasonal 
reasons without the desire for employment also ending. The resulting seasonal 
pattern in unemployment is very pronounced, as will be seen from Figure 8 
which plots monthly unemployment rates for the decade of the 1960s. 

Allowance has to be made for these normal seasonal movements in draw- 
ing inferences about the underlying trend of unemployment from the monthly 
figures. The method usually adopted for doing this is to use ‘seasonally- 
adjusted” unemployment rates. Seasonal adjustment is a statistical technique 
which estimates the typical amount of seasonality in a series and tries to allow 


% For details of the estimates, Cf. Cragg, op. cit., Ch. IV. 
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for it so that figures for different months may be compared. (The figures rep- 
resent an average over the year, however.) If seasonality contributes to the 
amount of unemployment experienced in the course of the year, the season- 
ally-adjusted rate will be higher than it would be if there were no seasonality. 

It is likely that seasonal influences do increase the average level of unem- 
ployment which Canada experiences. It does this in two rather different 
ways. First, some workers with a fairly strong permanent attachment to the 
labor force work at seasonal jobs. When these jobs terminate, the workers 
involved experience periods of unemployment which would not occur if the 
jobs were not seasonal. Much of this sort of seasonality affects the unem- 
ployment rate for men over 25. It will be seen from Table XVII that the 
seasonality in the employment of adult males is much larger than the 
seasonality in their labor force participation. If the seasonality in their em- 
ployment could be reduced, the average unemployment rate would be 
lower’®, 

The second way that seasonality contributes to unemployment comes from 
the need for those whose participation in the labor force is seasonal to find 
jobs. Needless to say, this requires some searching for the available jobs and 
this search cannot be expected always to be successful immediately, or even 
in the period for which work is desired. Thus one would expect seasonality 
in labor force participation to produce some unemployment. 

It is not clear to what extent seasonality in employment and seasonality 
in labor force participation are independent phenomena. In considerable 
measure one complements the other. Insofar as seasonality in labor force 
participation would exist in any event, it can be argued that seasonality 
of employment helps to keep the level of unemployment from being even 
higher, and that much of the seasonality in employment arises from the 
seasonal pattern of when people are available. On the other hand, if seasonal 
employment were not provided, quite possibly there would be fewer seasonal 
participants in the labor force. 

As can be seen from Figure 8, the seasonality in the unemployment rate 
has been decreasing with present unadjusted rates in the winter months being 
lower relative to annual rates than was the case ten or fifteen years ago. 
There are a number of factors which have been working in this direction. 
First, there has been a relative shift in employment away from highly-seasonal 
industries in which many workers with a permanent attachment to the labor 
force look for seasonal jobs and are subject to seasonal lay-offs. Second, 
there has been some reduction in the degree of seasonality in such industries— 
particularly in construction, where the initial impetus of the Winter Works 
Programs seems to have resulted in permanent changes in techniques of a 
kind which reduce seasonality of employment. Third, some manpower train- 
ing programs are deliberately counter-seasonal in their operation. They thus 


**It is worth noting that the recent programs to remedy the problem of seasonal unem- 
ployment are aimed at both types. The Opportunities for Youth Program can be regarded as 
directed against the second type, while the Manpower Training Program and the Local Initiative 
Program attack the first. 
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tend to reduce unemployment in the worst months of the year to the extent 
that they engage people who would otherwise be unemployed or whose jobs 
are filled by workers who would otherwise be unemployed. The operation 
of these programs may have the effect of lowering the unemployment rate by 
as much as 0.5 per cent’. 

It might appear obvious that this has improved the underlying unemploy- 
ment situation but the change which has occurred is not that simple. While 
the winter unemployment problem has been reduced the higher proportion of 
young people in the labor force and the higher proportion of this group who 
remain in school and seek temporary jobs has led to employment problems 
in the summer months?®. 


Changes in the Composition of the Labor Force 


The typical unemployment experience of various subgroups within the 
labor force differs widely. For example, young men have typically and con- 
tinuously experienced much higher unemployment rates than other groups. 
Mature females have typically experienced relatively low unemployment 
rates. Over the last 20 years or so there have been marked changes in the 
composition of employment and the labor force. Some have arisen from 
demographic trends such as the greatly increased proportion of young people 
in the population. Others reflect changes in social and economic behavior, 
such as the increased participation of women in the labor force and em- 
ployment. 

These changes in population and the labor force are summarized in Table 
XVIII. The question arises as to whether these compositional changes have 
had a substantial effect on the meaning of the unemployment rate over the 
years since the early 1950s. If the historical rates of unemployment actually 


TABLE XVIII 
Changes in Labor Force and Employment Composition 


(Percentage of Total Contributed by Group) 
(Annual Averages of Monthly Figures) 


Population Labor Force Unemployment 


1953 1964 1969 1953 1964 1969 1953 1964 1969 


Males 14-24 oon. DP sS13. 1405 14.9 13.6 14.8 29017 28238629. 1 
Males 25 and over.............. 38.69936:6: 35:2 63.0 58.0 53.4 59.0 53.0 46.0 
Females 14-2402... HE TOM2 Se 328 Sale .O22e8l0w 6.8 10.4 14.0 

Females 25 and over.......... 88249037 <59/3655 134% 19.24 2hsl Salama s 2510.9 


(Individual columns may not sum to 100 due to rounding error.) 
Source: P.I.C. calculations using data from the Labour Force Survey. 


7 See R. R. Kerton, An Evaluation of Canadian Manpower Policies, study prepared for 
the Prices and Incomes Commission, (Ottawa, Information Canada, forthcoming). 
18 This topic is discussed at greater length in Cragg, op. cit. 
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experienced by each separate sub-group are taken as given, but the weight 
of each sub-group in the total population of labor force is held constant 
over the period so as to eliminate the effect of these compositional shifts, 
are the overall unemployment rates calculated in this way greatly different 
from those actually recorded in the past? The answer to this question ap- 
pears to be in the negative so far as Canada is concerned, although similar 
calculations for the United States do show substantial differences’. 

Table XIX gives the comparative unemployment rates for Canada for 
selected years based on two alternative assumptions: first, that the composi- 
tion of the labor force had been the same in all years, and second, that the 
composition of the population from which the labor force is drawn had 
been the same in all years. The base composition of the comparison was 
1969. Under both assumptions the unemployment rates actually experi- 
enced by each group in the year shown are taken as given, while the actual 
participation rates are used in the second calculation. It will be seen that 
the increase in the labor force participation of mature women, who have an 
unusually low unemployment rate, has been offset by the increased propor- 
tion of youth in the population and by some upward drift in the average 
unemployment rate for mature women. Thus while changes have occurred 
in the relative numerical importance of the various groups these shifts do 
not seem to have had much net effect on the level of the national unem- 
ployment rate over time because of the extent to which they have been 
mutually offsetting?®. 


TABLE XIX 
Effect of Changing Composition of Labor Force and Population on the Unemployment Rate 


Unemployment Rate Unemployment Rate 


Actual Standardized to Standardized to 
Unemployment 1969 Labor Force 1969 Population 
Rate Composition Composition 
Oe ee eS ee ee 
(per cent) 
1956; 220 eee 3.4 378 3.6 
196 ies See et ee ot 7.0 7.4 
196008 ee 3.6 3.6 3.6 
bh oh! Mita ane re te 4.7 4.7 4.7 


Source: P.I.C. calculations based on the Labour Force Survey data. 


Cyclical Changes in Unemployment 


The unemployment rates for all groups tend to move together as the 
national unemployment rate changes. Higher unemployment tends to strike 
all groups in the labor force and all regions of the country. Its impact on 


19 Cf. G. A. Perry, “Changing Labor Markets and Inflation”, Brookings Papers on Eco- 
nomic Activity, No. 3, Washington: Brookings Institution, 1970. 

277t is sometimes argued that the relevant question is what unemployment rates would 
arise if the rate for “prime age” males (in the age range, for example, 25-54 or in some cases 
25-44) were constant. Simulation results indicate (Cf. Cragg, op. cit., Ch. V) that the rate 
would have declined from 1953 until the early 1960s and then risen again. 
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some groups is greater than on others, however, and this is reflected in 
some alteration in the character of unemployment as the overall level rises. 

Increases in the percentage of the national labor force unemployed have 
a disproportionately strong effect on the unemployment rate among younger 
male workers. This group already tends to have the highest unemployment 
rates by a substantial margin. On the other hand, increasing levels of 
national unemployment affect female workers, especially ones over 25, 
less than proportionately. Estimates of the unemployment rates for other 
groups that have typically been associated with various levels of the season- 
ally adjusted unemployment rate for males 25-44 are shown in Table XX. 


TABLE XX 


Estimated Structure of Unemployment Rates Given the Rate for Males 25-44 


—_——_———————————— ee ee ee eee 
Rates for Males 25-44 Be) 4%, ELIA 6% 


Beatesnta 4 a en... oe ee Te 9.0 10.8 12.6 
—TTESU ZR Ena 0 Zo) ge ee 3.0 3.9 4.9 528 
ANAS ee tse ios os mc antics sob iecadaninacs Gus 5.6 6.3 7.0 cd, 
Meares 2 ANCIOVER.c cron ates. es ek cheese Lee 2.4 fies | 3.0 
BRESOLIN Mw, aad 4.6 wee) 6.4 


Source: PIC calculations based on Labour Force Survey. Based on work in Cragg, op. cit. 


The variations in the experience of different groups are, if anything, more 
pronounced when regional patterns are examined. Not only do the eastern 
regions of the country experience more unemployment at all times but the 
unemployed proportion of the labor force in these regions increases more than 
it does in other regions when unemployment rises. Patterns based on the 
experience of the last 17 years are shown in Table XXI. 


TABLE XXI 


Estimated Regional Variations in Seasonally-adjusted Unemployment Rates 


National Rate 
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As we shall see in the next chapter, it is undoubtedly the case that the 
labor market in Ontario functions more smoothly than in other parts of the 
country in matching the flow of people who want work with the flow of jobs 
that become available. This is reflected in the lower unemployment rates 
typically experienced in Ontario. But even in Ontario there are special 
problems associated with unemployment among the young and with seasonal 
patterns. Thus, while a rate of five per cent unemployment on a national 
basis tends to produce a rate of about 3.6 per cent in Ontario, this, in turn, 
produces an unemployment rate of only 2.6 per cent among those over the 
age of 25. That, in turn, as the final entries in Table XXI indicate, produces 
a rate of only 1.8 per cent in the month of September. 


It is evident that the persistence of marked regional differentials in un- 
employment underlies Canada’s relatively high average unemployment rate 
since the early 1950s. The reasons for these differentials are discussed in 
the next chapter. The special problems of regional and youth unemployment 
are among the prime reasons why symptoms of excess demand for labor— 
notably a tendency for the rate of increase in wage rates to accelerate—have 
begun to develop at such high overall levels of unemployment. Were all our 
labor markets like those for persons over the age of 24 in Ontario, it seems 
possible that the economy could operate on a sustained basis at much 
lower rates of national unemployment. Conversely, it is less surprising that 
the average national rate we have managed to maintain since the early 1950s 
has been as high as five per cent when it is realized how low an unem- 
ployment rate this implies in the Ontario labor market, especially at the peak 
of seasonal tightness in September. 


A higher unemployment rate does not simply mean that more people are 
unemployed. It also means that those who are unemployed remain so for 
a longer period of time. The magnitudes are highly uncertain, but one estimate 
is that someone who becomes recorded as unemployed can expect to remain 
unemployed on average about three months when the unemployment rate 
is four per cent. If the rate is five per cent, the average is likely to be three 
and one-half months, while at six per cent it is over four months??. 


These figures probably overstate the average duration of unemployment 
for two reasons. First, many who are unemployed remain so for such a short 
period that they are not so classified in the monthly survey, while the calcula- 
tions apply only to those who are recorded as unemployed. In addition, the 
survey may well pick up some people as being unemployed who are in fact 
unable or unwilling to take any of the jobs which would be available to them. 
This category of reported unemployment would tend to be of very long dura- 
tion and thus could produce an impression of the average duration of un- 
employment which would be quite atypical of the experience that most job- 
seekers can expect. However, while this estimate of the average duration of 
unemployment (based on the recorded figures) is almost certainly too high, 


“1 Based on Cragg, op. cit., Ch. V. 
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the differences indicated above in the average duration of unemployment 
as the overall level rises are unlikely to be similarly biased. 


Unemployment Comparisons With Other Countries 


Canadian rates of recorded unemployment are among the highest in the 
world. Among major industrial countries for which comparisons are made 
regularly, only the United States and, occasionally, Italy come close to the 
figures recorded in Canada. 


Unfortunately, direct comparison of unemployment rates among countries 
is rendered difficult because of differences in the methods used to collect the 
data. Even countries which use sample surveys of households to determine 
the figures do not use identical concepts, definitions or procedures in gathering 
the data, and such differences introduce an element of non-comparability 
into the recorded data whose magnitude cannot be precisely assessed. Other 
countries base their unemployment statistics on sources of information other 
than sample surveys, and comparisons are made still more difficult. 


Various attempts have been made to adjust unemployment figures for 
different countries to try to achieve a measure of technical comparability of 
the data. How successful these attempts have been is highly questionable, 
although it is likely that the results are more comparable than are the figures 
originally issued. One such attempt to provide greater statistical com- 
parability is shown in Table XXII. 


TABLE XXII 


Unemployment Rates in Various Countries Adjusted to U.S. Concepts 


Great West 
Canada US Britain France Italy Germany Sweden Japan 
1960 7.0 eis! 223 2E2 4.3 0.8 N.A. 17. 
1961 del 6.7 2a 1.9 Cry 0.5 185) 1.5 
1962 529 a fee) 3.0 1.9 by! 0.4 1.5 1.3 
1963 aS) oe | 3.8 1.9 phot | 0.5 | Mead) 3 
1964 4.7 ny 2.6 1.6 3.0 0.3 5 i jee? 
1965 3.9 4.5 235 1.8 4.0 0.3 192 172 
1966 sits 3.8 2.4 1.8 4.3 0.3 1.6 1.4 
1967 4.1 3.5 3.8 2.3 3.8 1.0 Ze 1s) 
1968 4.8 3.6 SoH, ZL 3.8 2 pay hers 
1969 4.7 a) Cea 2.1 ae 0.8 1.9 1.1 
1970 5.9 4.9 4.0 212 3.4 0.5 1.5 Liz 
1971 6.4 5.9 523 2) 3.4 0.7 2.6 13 


Source: Monthly Labour Review, U.S. Dept. of Labor, June 1972. 


Apart altogether from differences in measurement techniques, there are 
important differences in social and economic structure which help to explain 
why European countries appear to be able to maintain much lower average 
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unemployment rates than North American countries. The first difference has 
to do with the manner in which young people typically make the transition 
between school and employment of a permanent nature. In Europe this 
appears to be a much smoother transition than in North America, and it 
gives rise to much less temporary unemployment among young people. The 
educational system appears to place much more emphasis on the teaching 
of technical and vocational skills of immediate practical value to new entrants 
into the work force, and arrangements for placing school-leavers in apprentice- 
ship programs, informal on-the-job training or permanent employment appear 
to be highly developed and widely used. In North America, by contrast, there 
seems to be a strong aversion to early job specialization for teenagers and 
their immediate placement in life-time occupations. In any case, with the 
notable exceptions of the United States and Italy, most other countries have 
much lower unemployment among younger members of the labor force than 
typically occurs in Canada, and new entrants are much less likely to spend 
considerable periods “floating” from job to job until they find a more per- 
manent position satisfactory both to themselves and to their employer. 


The better unemployment record of other countries is not confined to 
younger members of the labor force, but is of more general applicability. 
There is apparently a much stronger feeling of social pressure or obligation 
on employers to try to avoid lay-offs or dismissals which might be justified 
by variations in market conditions. This attitude probably is strongest in 
Japan, where job security until retirement appears to be virtually guaranteed. 
Reinforcing the effects of this tradition, penalties for job dismissal in the 
form of payments employers are required to make are often stronger in other 
countries than in Canada. In many cases there are requirements for prior 
notification to government agencies when large-scale lay-offs are in prospect. 
Arrangements for placement of those involved seem better established and 
possibly more effective than in Canada, where such programs are still in 
their infancy. Although solid information is not available, it seems likely, 
that matching the greater reluctance of employers to dismiss employees is 
a stronger tradition of loyalty to particular employers by their work force 
and much less of a tendency to quit to seek better or different opportunities. 


These differences, relating to the extent of job turnover, are reinforced by 
the fact that in many other countries the small “family business” enterprise, 
plays a substantially larger role in the economy. This is particularly the case 
in agriculture and in the commercial sector. In such enterprises unemployment 
is virtually ruled out, though substantial underemployment and shrinkage of 
income may occur from time to time. Furthermore, with this form of business 
organization playing a larger role, there is more chance that those who lose 
their jobs will return to working in the family business and thus not be 
counted as unemployed. 


For these and other reasons, it is evident that the different institutions, 
attitudes, and practices of other countries help them to maintain much lower 
average unemployment rates than appear to be feasible at present either in 
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Canada or in the United States. It is possible that changes in North American 
attitudes and practices would permit lower average unemployment. It can 
be argued, however, that many of the reasons for the lower unemployment 
rates in Europe and Japan arise from institutional features which inhibit 
efficiency as well as lower unemployment. In any event, the existence of 
these differences seems to go a long way towards accounting for the very 
different average levels of unemployment that prevail from country to country. 
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chapter five 


INTERREGIONAL AND INTERNATIONAL ASPECTS 
OF CANADIAN INFLATION 


Introduction 


Much of the analysis of the previous chapters has treated the Canadian 
economy as a single entity with a good deal of control over what happens 
within its borders. It is evident, however, from frequent side references 
that there are two important respects in which this is an over-simplification. 
First, there are distinct regional aspects to Canada’s inflation and unemploy- 
ment problems and second, it is clear that developments in other countries, 
particularly the United States, have a significant effect on economic condi- 
tions in this country. 


There are those who would link these two aspects of Canadian inflation, 
arguing that Canada is in essence simply a region of the North American 
economy and that any increase in Canadian prices and wages is largely to 
be explained by price and wage increases in the United States. This sounds 
very much like the way one might discuss the influence of the rest of the 
Canadian economy on one of its regions. Thus it could be argued that in- 
flation in the Atlantic Provinces follows that in the industrial heartland of 
Canada for much the same reasons that inflation in the Canadian heartland 
follows that in the United States. As we have indicated earlier, it is not our 
view that the dependence of the Canadian economy on the United States 
either is or need be as complete as many Canadians seem to think. 


Implicit in this chapter is a comparison between the forces at work which 
link the Canadian regions and the similar forces which bind Canada and 
the United States. It should be emphasized at the outset that while the Com- 
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mission carried out a good deal of research on the regional! and interna- 
tional? aspects of inflation there remain puzzling features about both kinds 
of linkages. Thus, what we have to say here may well be modified as more 
is learned about the factors at work. While we do not feel that one can be 
dogmatic about any of the conclusions reached, we have tried to give as 
clear a reading as we can of our position on these issues. 


The Regional Pattern 


There is little dispute about the nature of the regional differences which 
exist in Canada. Levels of incomes, wages and unemployment differ among 
the various regions? of the country. These differences are of long standing 
and show little sign of change. On the other hand, rates of change of prices, 
wages and unemployment in the various regions are very closely related 
even in the short run. Thus prices and wages show virtually no tendency to 
move in ways which would tend to diminish the interregional disparities in 
unemployment. 

Fully comparable price indexes on a regional basis are not available but 
the data at hand show a substantial parallelism in price movements. In 
Figure 9, trends in the Consumer Price Indexes for several major cities are 
plotted. It is clear that they correspond closely to one another even though 
they are not fully comparable. Examination of the various components of 
the indexes*, and of the other price data, indicates that this association is 
closest among goods which can be traded among different areas, but it is 
also remarkably close in the case of services and items where such trade is 
impossible. 

It is no surprise that the prices of goods which are readily transported 
among regions should move together. One would expect the forces of com- 
petition to produce this result, although even here transportation and dis- 
tribution costs might weaken the extent to which competition tied price 
movements together. It is more surprising for other goods and services. 
Here the parallel movement of prices appears to stem largely from the 


similarity of movements of wages and salaries which is such a pronounced 
feature of the Canadian economy. 


Levels of per capita incomes, earned income per person, average weekly 
wages and salaries or average hourly earnings have historically shown sub- 
stantial and persistent differences among the regions. The pattern for 1968 
is shown in Table XXIII. Of course, the figures are specific to that year, 
but had another one been chosen the ordering of relative magnitudes would 


1Cf. Thirsk. 

*Eg. Kelly; Scarfe; Taylor, Turnovsky and Wilson; Cragg, Nold. 

* Regions are conventionally defined by the use of political units or groupings of political 
units. Frequently reference is made to five regions, the Atlantic Provinces, Quebec, Ontario, 
the Prairie Provinces and British Columbia. This grouping ignores the important differences 
between various parts of regions, such as Montreal versus the rest of Quebec, or Alberta 
versus the rest of the Priarie region. 

‘Thirsk, op. cit., Ch. II. 
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Figure 9 
CONSUMER PRICE INDEXES FOR MAJOR CITIES 


Percentage Change Year-over-Year 
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have been very similar. It will be noticed that the disparities are greatest 
when income per capita is examined and least for the average wage series, 
reflecting differences in the proportion of the population who are at work 
and variations in the relative amounts of income from other sources. 


TABLE XXIII 
Regional Income Patterns, 1968 
(dollars) 
British 
Atlantic Quebec Ontario Prairies Columbia 

Pericapitanincome #1 2) ae 1,854 2,409 3,064 patos, PA4 PS 
Earned income per person.....z.......... 1,470 1,979 2,943 2,134 2e316 
Average weekly wages and salaries*.. 90.56 107.92 113.54 104.28 120.76 
Weighted average hourly earnings*.. 2.20 2.46 2.81 2.81 3.42 


*Industrial composite. 


Sourcss: (1) System of National Accounts and The Labour Force Statistics Canada. (2) Em- 
ployment Earnings and Hours Statistics Canada. 


It is worth noting that, large as these differences are, they conceal intra- 
regional disparities which may be at least as serious a problem. For example, 
in Quebec per capita incomes are about twice as high in Montreal as in the 
Gaspé area®. Furthermore, while these regional disparities tend to appear 
in most industries or occupations, there are substantial variations in the mag- 
nitude involved and in some cases the patterns are reversed. For example, 
according to the data available, pulp and paper workers are paid most 
highly in Newfoundland though this is the province with the lowest average 
wage and income levels. Like the overall regional patterns, these more spe- 
cific differentials have tended to show remarkable durability over time.® 


The extent to which regional disparities are unchanging appears to apply 
in the short run as well as the long run. Rates of change of wages in the 
various regions move together in almost lock-step fashion. Figure 10 shows 
the pattern in average weekly wages and salaries over the last two decades. 
The same pattern is very evident when other wage measures are examined. 
The only important exception seems to be Quebec where some narrowing 
of the wage differential with Ontario appears to have occurred during the 
1960s. Even here the adjustment has not been of large magnitude, and it 


may be that more recently economic forces have been at work to restore 
the earlier differential. 


These closely parallel movements of wages as well as prices might be 
taken as a symptom of a well functioning market economy. With no formal 
barriers to the movement of goods, capital or labor within the country, the 


° Quebec General Council of Industry, Towards Economic Objectives and a Development 
Strategy for Quebec, Montreal, April 1970. 
* Cre Thirsk? Ops Gir, Cha lv: 


94 INFLATION, UNEMPLOYMENT AND INCOMES POLICY 


forces of competition would be expected to even up the pressures of demand 
on capacity in various regions and result in similar price and wage move- 
ments in different areas. The recorded movements might be thought to in- 
dicate that this mechanism works extremely well and quickly so that little 
variation in rates of change is observed in prices and Wages. Such a view 
assumes that the pressure of demand on capacity would be about the same 
in all parts of the country on a continuous basis. On the face of it, this 
seems to contradict the unemployment data, so that a different view of the 
matter seems to be needed. 


We noted earlier that there are no direct measures of the extent to which 
demand is pressing on the productive capacity of the economy. The most 


Figure 10 
AVERAGE WEEKLY WAGES AND SALARIES, 
BY REGIONS - INDUSTRIAL COMPOSITE, 
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generally used indicator is the unemployment rate. Regional differentials in 
unemployment rates are as marked as they are in the income data. They 
have also shown remarkable persistence over time. Data from the various 
censuses extending back over 50 years indicate that the same interregional 
patterns have persisted over that period. 


The pattern is shown in Figure 11 where we plot the unemployment rates 
in the five traditionally defined regions of the economy. The pattern shows 
the Atlantic Provinces experiencing the highest unemployment rates. Que- 
bec comes next and while, for a time in the 1960s, a narrowing of differen- 
tial with the more fortunate areas developed, this movement appears to 
have been reversed. British Columbia tends to fall in the middle with an 
unemployment rate somewhat above the national average. The regions 
which enjoy below-average unemployment rates are Ontario and the Prairies. 


Cyclical variations in the unemployment rates in the various regions move 
Closely together, as Figure 11 also shows. Apparently all regions tend to 
experience fluctuations in economic activity at about the same time. This 
would seem to attest to the pervasiveness of the national economic climate. 
Periods in which economic activity in one region was strengthening while 
it was slackening off in another are not readily apparent. 


The magnitude of cyclical variation in regional unemployment rates tends 
to show much the same pattern as is evident in unemployment levels. The 
widest range of cyclical fluctuation in the absolute level of regional unem- 
ployment rates is found in the Atlantic region, with Quebec and British 
Columbia also experiencing a wider range of fluctuation between peaks and 
troughs in economic activity than Ontario and the Prairie Provinces’. This 
pattern rules out the possibility that the data simply reflect the concentra- 
tion in particular regions of large numbers of persons who are only margin- 
ally employable, while in terms of people likely to be gainfully employed 
under normal conditions the unempoyment rates of the various regions are 
approximately equal. Rather, it seems likely that the factors contributing to 
regional unemployment differentials are varied and complex. 


On the face of it, the existence of these regional unemployment differen- 
tials seems to reflect different degrees of demand pressure on capacity in the 
various regions of Canada. It would appear that when strong pressures 


* This is not, however, the only possible way of comparing the degree of cyclical variabil- 
ity of unemployment between regions. Consider, for example, one region whose unemployment 
rate Over many years has varied between two per cent and six per cent of its labor force, 
averaging four per cent. In another region, the range of variation in unemployment may have 
been between three per cent and nine per cent of its labor force, averaging six per cent. It is 
true that the range of variation in the absolute level of the unemployment rate in region B 
is wider than in region A. Yet in each region, the range of variation in unemployment rates 
above or below their average level has been the same in percentage terms—namely, plus or 
minus 50 per cent. Indeed, when the latter basis of comparison is used, it appears that per- 
centage deviations above or below their average rates of unemployment have been greater in 
regions such as Ontario and the Prairie Provinces than in the regions of relatively high average 
unemployment. It should also be remembered that the number of people involved in a given 
change in unemployment rates is much larger in some regions than in others. Cf. Thirsk, op. 
Ci, -Ch ie: 
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develop in Ontario, slack conditions are likely to persist in other regions, 
and that to get acceptable levels of capacity utilization in Quebec or the 
Atlantic region requires having very tight conditions in Ontario. When ac- 
tion is taken to restrain aggregate demand so as to prevent excessive pres- 
sures from developing in Ontario, the burden of the restraint also falls on 
those regions not experiencing tight conditions. Such a reading of the evi- 
dence on unemployment rates implies that overall demand management is 
faced with a continuing dilemma, since what is appropriate for some parts 
of the economy is inappropriate for others. 


Why Do Regional Unemployment Rates Differ? 


What could account for these regional differentials in wage levels and in 
unemployment rates, and in particular for their tendency to move together 
so closely in the manner described above? 


One possibility is that the economy does indeed tend to operate in such 
a way as to spread the pressures of demand relative to capacity fairly evenly 
among the different regions of the country. However, because of differences 
in the characteristics of regional labor markets and in the nature of regional 
production capabilities, this process gives rise to different unemployment 
rates in the various regions, and changes in the pressure of demand give 
rise to changes in regional unemployment rates of differing magnitude. On 
this view, it is misleading to interpret differences in regional unemployment 
rates as a reliable measure of regional differences in the degree of capacity 
utilization, for the proportion of the labor force which can be employed 
without severe strains developing in local labor markets is different from 
region to region. This is not to deny the existence of major problems asso- 
ciated with regional disparities in unemployment rates. Differentially higher 
average unemployment rates in particular regions, however, are seen more 
as a reflection of the special difficulties encountered in smoothly matching 
locally available labor with possible job opportunities than as evidence of 
inadequate levels of demand in relation to the labor supply of these regions. 


There is reason to believe that this is by no means the whole story. A 
good case can be made that the wage and price mechanisms which would 
normally operate to even up regional demand pressures are prevented from 
doing so, in varying degrees, by a wide variety of institutional arrangements. 
To this extent the problem of regional disparities in unemployment rates 
reflects the fact that some regions are in effect priced out of the market. 
The consequence is that employers do not find it worthwhile to offer enough 
jobs at the prevailing wage rates and existing levels of productivity in these 
regions to produce unemployment rates comparable to those in other areas 
of the economy. 


Interest in the causes of persistently high regional unemployment rates 
focuses naturally on the Atlantic Provinces and Quebec. The relatively high 
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unemployment rates typically experienced in British Columbia appear to 
stem largely from the heavy migration of job-seekers into that province and 
the special characteristics of some of its industries. The predominantly re- 
source-based and export-oriented nature of much of its industrial activity 
appears to account for the incidence in British Columbia of more severe 
fluctuations in economic activity and in unemployment than occurs in Onta- 
rio. Similarly, the unusually low unemploymnt rates of the Prairie Provinces 
seem to reflect the large proportion of the labor force accounted for by self- 
employed proprietors and family workers engaged in grain farming. An ad- 
ditional factor is the tendency for the more transient unemployed in these 
provinces to drift to the west coast, especially during the winter months. 
The unemployment rate in Ontario is partly a reflection of the particular 
characteristics of its industrial structure and labor markets, but it is not 
unusually high by international standards and does not pose the same puzzles 
as the unemployment rates in the eastern regions of the country. 


The cases of Quebec and the Atlantic Provinces are more difficult. There 
are several features of the economies of these regions which make it plau- 
sible that the same degree of tightness in their labor markets as in Ontario 
might be reflected in higher unemployment rates. Many of these markets 
are small and separated from each other by geographical barriers. The range 
of jobs which it is feasible for job-seekers to explore in these labor markets 
is much more limited than in Ontario and, similarly, employers have less 
varied pools of talent from which to draw. This feature in itself would tend 
to produce higher average unemployment rates because of the greater diffi- 
culty in matching available workers with available jobs. Of course it is far 
from being the case that all local labor markets in Quebec and the Atlantic 
region experience difficulties of this kind, while not all local labor markets 
in Ontario are free from such problems. The argument is, however, that 


narrow labor markets are much more common in these regions than in 
Ontario. 


There is also some evidence that job turnover is normally higher in the 
Atlantic region and Quebec than in Ontario’. As we have pointed out in 
the previous chapter, job turnover tends to bring with it some unemploy- 
ment. Apart from the greater seasonality of employment in these regions, 
which we shall consider in a moment, the reasons for this higher job turn- 
over are not fully understood, but they seem to stem from two related 
sources. The first is the apparently greater willingness of people in these 
regions to pursue a way of life which involves employment in several in- 
dustries during the course of a year, with the possibility of unemployment 
occurring in intervening periods. The second reason is that the combination 
of lower wage rates and the relatively greater opportunities for casual jobs 
than for regular employment makes continuous and strong attachment to 
a particular job relatively less profitable than in Ontario. In the Atlantic 


* Cf. Thirsk, op. cit., Ch. V. 
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Provinces, the average duration of unemployment is relatively long and 
the flows of people both into and out of unemployment are relatively high. 


The notion that structural obstacles to the matching off of job-seekers 
with available jobs are particularly severe in these labor markets seems to 
accord with the record of vacancies. It appears to be the case that, for any 
given unemployment rate, vacancy rates are higher in Quebec and especially 
in the Atlantic Provinces than in Ontario’. Unfortunately, the only data on 
vacancies which extend over any substantial period of time are contained in 
the operating records of the Canada Manpower Centres and their predecessor, 
the National Employment Service. These records may be suspect in some 
degree because of differences in the role played by these facilities, and in 
their use by the public, from one region to another. For the short period 
of time which it presently covers, the recently inaugurated Job Vacancy 
Survey indicates that vacancy rates were substantially higher in the Atlantic 
region than in Ontario. This was not the case in Quebec, where short-term 
vacancy rates were lower, and longer-term (over a month) vacancy rates 
about equal to those in Ontario. These statistics, however, cover only the 
very recent period of high unemployment in Quebec, and for this reason 
the evidence from the Job Vacancy Survey is far from conclusive?®. 


Another feature of the economic structure of the eastern regions which 
helps to account for their higher average unemployment rates is the un- 
usually wide range of seasonality which they experience. Seasonal fluctua- 
tions are considerably greater in the Atlantic region and in Quebec than in 
Ontario. This is partly matched by greater seasonal fluctuations in labor force 
participation, so that the seasonal swings in employment rates do not produce 
as much seasonal unemployment as they would with a constant labor 
force’. These seasonal patterns help to account for the large turnover 
experienced in these regions. They also tend to produce more seasonal un- 


employment which is reflected in higher average or seasonally-adjusted un- 
employment rates. 


Experts are not in complete agreement on how seasonality should best 
be measured, or on its effects on the unemployment rate. Illustrative calcula- 
tions are presented in Table XXIV providing estimates of the magnitude 
of seasonal fluctuations in employment and in the labor force. These are 
based on the differences typically observed between the annual peaks and 


°Cf. Thirsk, op. cit., Ch. V. 


7° As yet data on the rates of pay associated with the vacancies have not been released 
and there is no information on how they would compare with prevailing wage rates in the 
region. It might be the case that the rates of pay offered were too low for people to accept 
the jobs. The presumption is, however, that the rates of pay associated with the vacancies 
should not normally be far out of line, since the criterion for establishing the existence of 
a vacancy is active recruiting efforts by employers. It is hard to believe employers would 
devote their energies to hopeless endeavors. 

4 However, it should be noted that the seasonal pattern in employment is to some extent 
a result of the seasonal pattern in labor force participation. As mentioned in the previous 
chapter, seasonal swings in employment can be regarded as tending to reduce average un- 
employment levels to the extent that they coincide with seasonal swings in labor force par- 
ticipation which would have occurred in any event. 
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troughs of the series expressed as a percentage of the peak seasonal values. 
The figures are shown relative to Ontario, a value of 1.0 indicating that the 
degree of seasonality measured in this way is equal to that of Ontario. 


In the third column of Table XXIV we provide estimates of the effect 
this seasonal pattern has had on the unemployment rate. The calculation is 
based on a comparison of the average rate for the year 1969 and the rate 
this would have produced in the month when unemployment is typically at 
its seasonal low, given the normal seasonal pattern. This calculation abstracts 
from the non-seasonal influences affecting the monthly unemployment rates 
actually recorded during 196912. Finally, another set of calculations, based 
on the difference between the rate actually recorded for the lowest month 
and the average rate for the year’, is also shown in Table XXIV. The figures 
are expressed as a percentage of the annual average labor force and are 
illustrative of various possible ways of estimating the amount of seasonal 
unemployment reflected in the annual rate’. 


TABLE XXIV 


Regional Differences in Seasonal Unemployment, 1969 


Seasonality Estimated Estimated 
Seasonality in Labor Contribution Contribution 
Employment Participation to unemploy- —_ to unemploy- 
as proportion as proportion ment rate, ment rate, 
of that in of that in Calculation Caluclation 
Ontario Ontario One Two 
PA ULATION ene 52. PIED 1.8 205 236 
WOUEDECS ih teks. 15 1.1 1.6 1.5 
OOTTATIO PRE ect aot. 1.0 1.0 0.8 0.9 
Patrice fae ise. 2h. 165 1.4 123 ins 
British Columbia............ 12. 1.0 1.4 1.0 


PIC Calculations using Labour Force Survey Data. For details of Cols. 1-3, see Cragg, 
op. cit., Ch. IV. Col. 4, see Thirsk, op. cit., Ch. V. 


It will be noticed that these calculations indicate much more seasonality 
both in employment and in labor force participation in the Atlantic region 
than in Ontario, as well as substantially higher seasonal unemployment. 
Quebec also has considerably more seasonal employment than Ontario, 
but this is not matched by greater seasonality of the labor force participation. 
These seasonal patterns, in conjunction with the other factors mentioned, go 
a long way towards explaining the higher observed unemployment rates in 
the Atlantic region and Quebec relative to Ontario’s unemployment rate. 


47 Ct. Craseg, op. cit., Ch. LV. 
Ct onitsk, op. citi Gh. V, 
144 As noted in Chapter IV, these methods of calculating what the unemployment rate 


would be in the absence of seasonality are necessarily arbitrary, but the regional comparison 
is valid. 
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Many of the features which account for the unusually high average un- 
employment rates experienced in the Atlantic Provinces and Quebec may 
also help to account for the unusually wide fluctuations in unemployment 
which they experience. With narrower labor markets than Ontario, it might 
be expected that a similar change in the unemployment rate in these regions 
would reflect a less marked change in the ease with which employers are 
able to fill job vacancies or job-seekers find positions. Furthermore, changes 
of this sort in labor market ease or tightness may be less evident to par- 
ticipants in less well-integrated labor markets than they would be in Ontario, 
so that when a change occurs it may take longer for it to be appreciated 
generally. Thus the features of these labor markets which help to explain 
their higher unemployment rates may also help to account for the wider 
cyclical variability in unemployment rates which they experience. 

These differences in economic structure are probably reinforced by pat- 
terns of migration!®. When regional unemployment is relatively low, the pull 
of higher wages in the more prosperous parts of the country is likely to lead 
to more migration than when unemployment is higher, since the risk of 
not finding a job—and hence of not being able to enjoy the higher wages— 
is less. In the short run, such migration tends to increase unemployment or 
fill vacancies in the area to which the migrants are going, and to reduce 
unemployment or create vacancies in the areas from which they come. 

This feature of migration behavior is reinforced by a tendency, when un- 
employment rises, for recent migrants who lose their jobs to reutrn to the area 
they had previously left. As a result, their unemployment is often recorded 
in the latter region rather than in the one in which they lost their jobs. 
Such return migration is, however, less important in explaining regional 
unemployment patterns than the tendency of plentiful employment oppor- 
tunities elsewhere to pull people from the less prosperous regions. 

It may also be noted that immigration patterns have some tendency to 
reinforce the effects produced by internal migration. Immigrants naturally 
tend to go mainly to the more prosperous regions and these flows respond, 
with lags, to general economic conditions. Thus, throughout most of the 
post-war years, over half of all immigrants to Canada were destined to 
Ontario. At the same time immigration served to reduce the extent of the 
pull of the tight Ontario labor market which would otherwise have been felt 
by those with roughly comparable skills who remained unemployed in other 
regions’®. 


% Cf. J. Vanderkamp, “Migration Flows, their Determinants and the Effects of Return 
Migration”, Journal of Political Economy, 79:1012-1031, September/October 1971, and 
“Interregional Mobility in Canada: A Study of the Time Pattern of Migration’, Canadian 
Journal of Economics, 1:595-608, August 1968. 

1° The importance of immigration as a factor in the total Canadian labor market can be 
judged from the fact that 16 per cent or over 1,300,000 members of the labor force in 1971 
were immigrants who had come into the country since 1945. The participation rate of im- 
migrants in the labor force has been around 65 per cent, some 10 percentage points above 
that for Canada as a whole. For several years prior to 1962, the unemployment rate among 
immigrants was consistently somewhat higher than the national rate. Since 1962, the reverse 
has been the case. 


102 INFLATION, UNEMPLOYMENT AND INCOMES POLICY 


There is, finally, some evidence’ that changes in output are more nearly 
matched by changes in employment in the eastern regions than elsewhere. 
This may arise from differences in industrial structure, in the skill compo- 
sition of the labor force, and in attitudes which make employers more inclined 
to lay off their employees when demand slackens. 


The differences in economic structure discussed above lend considerable 
plausibility to the belief that market mechanisms do indeed tend to even up 
the pressures of demand in labor markets throughout the country, although 
a similar degree of market tightness is indicated by different unemployment 
rates in different regions. A plausible case can also be made, however, that 
the operation of these market mechanisms is frustrated in considerable meas- 
ure by institutional factors, with the result that many job-seekers in the 
eastern regions of Canada are, in effect, priced out of the market. 


There are two ways in which this can happen. On the one hand, some 
employers may be prevented by institutional factors from offering employ- 
ment at wages below a certain level, even though these lower-paid jobs 
might find willing applicants. This results in a form of job-rationing in 
certain areas of the regional economy and thereby adds to unemployment. 
On the other hand, however, additional institutional factors may make 
many job-seekers unwilling to take lower-paid jobs even where such jobs 
are available. 


There are, for example, certain national employers who pay the same 
wage rates in all parts of the country’*. Others have regionally differentiated 
wage structures, but as a matter of course give identical percentage increases 
to employees in all regions. There are also cases of collective bargaining 
of a multi-regional character which tend to produce similar effects. In all 
three cases, the institutional framework in which wage patterns are set mili- 
tates against wages being responsive to changes in relative economic con- 
ditions in the various regions. Furthermore, there are certainly instances 
where emulation of wage increases in Ontario has played an important role 
in the process of wage-setting in the eastern regions. 


It would be seem implausible that such institutional links among regions 
could dominate the wage-setting process entirely, even though they clearly 
play a major role. In some areas of wage-setting only the most indirect and 
nebulous connections among regions can be found and yet, oddly enough, the 
co-movement of wages in these industries seems as close as in others!®. One 
would have expected wage trends in these industries to show more regional 
variation, both because of the lack of direct ties and because of the effect on 
local employment and labor supply of wage trends in the industries where 


17 Cf, Neil Swan, “Differences in the Response of the Demand for Labour to Variations 
in Output among Canadian Regions: A Preliminary Interpretation”, Kingston, Ont., Queen’s 
University, 1971. (Discussion Paper 41). 

oe i hitsk op, cit. Cu, LV. 

29 Cf: Thirsk. 
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binding institutional wage links exist. Nevertheless there can be no doubt 
that in percentage terms, changes in average wage rates for the various re- 
gions move closely together, both in total and in particular industrial divi- 
sions. The degree of similarity is such that the association between wage 
changes in the eastern regions and those in Ontario is closer than the 
association between these wage changes and the corresponding regional un- 
employment rates*°. This could be taken as evidence that regional wage 
rate changes are institutionally linked to such an extent that they are 
unaffected by regional variations in demand pressure. It could also be 
interpreted, however, as evidence that regional variations in unemployment 
rates are simply a poor guide to the relative tightness of regional labor 
markets, which may not in fact vary nearly as much as these rates might 
suggest. 


Even if the trend of some wage rates in these regions is in fact responsive 
to changes in local economic conditions, the existence of strong interregional 
ties affecting the trend of other wage rates may, nevertheless, contribute to 
their high average unemployment rates. The effect of these national pat- 
terns is to establish rates of pay in some jobs which are much higher for the 
levels of skill and ability required than is the case in others. As a result, 
it would be quite sensible for people who are looking for work to spend 
longer trying to obtain such jobs rather than settling quickly for lower paid 
alternatives. This would apply in the case of essentially similar jobs offered 
by different employers. It would also tend to produce less smooth progres- 
sion in wage rates for the different types of jobs which an individual might 
hold than would be found in Ontario. Since the prospective rewards for 
making a careful search among openings are larger with such a wage struc- 
ture, this may provide an incentive for accepting longer periods of unem- 
ployment. Although these arguments have some plausibility, they are at 
present in the area of supposition rather than of established fact. 


To the possible effects on regional unemployment of the institutional tying 
of some wage rates to those in Ontario must be added those resulting from 
the levels of minimum wage rates legally in force. If these are kept high 
enough to have a significant effect, they will tend to put a floor on wage rates 
not only at the minimum level but also at related levels higher up in the 
skill category. This too will have the effect of removing many potential jobs 
from the market. 


The level of unemployment in the less buoyant regions may also be in- 
fluenced by the unwillingness of unemployed workers to accept job offers 
because of the income support available to those who are unemployed and 
by the value placed on leisure relative to steady employment. In the less 
buoyant regions as in other parts of the country the opportunity to draw 
unemployment insurance or to obtain welfare payments may mean that 
unless a quite well-paying job is available there is little economic incentive 


Cf. Thirsk, op. cit:, Ch. FV. 
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to accept employment. This tendency will be strengthened if the way of 
life of the population has been less subject to the discipline of the industrial 
system and there is a greater willingness to accept temporary periods of 
unemployment. 


In the present state of knowledge it is not possible to attach weights to 
the various influences which might explain the higher unemployment rates 
typically experienced in the eastern regions of Canada. Thus it is probably 
the case that pressure to maintain excessively narrow wage differentials rel- 
ative to Ontario has contributed in some measure to the relatively high un- 
employment rates of these regions. If it were not for these institutional forces 
linking wage rates in the different regions, it is possible that a lower national 
average unemployment rate could be achieved and sustained. To some extent, 
at least, wages in these and other areas of high unemployment are too high 
for the levels of productivity achieved with the result that they are being 
priced out of the market. 

Even if this were not so, however, the structural characteristics of labor 
markets in the eastern regions of the country make it highly unlikely that 
they could achieve unemployment rates as low as in Ontario. Their unem- 
ployment experience is not simply the result of rigid elements in the wage 
structure on either the demand or supply side of the market, but is also a 
reflection of the greater difficulties encountered in these markets in matching 
available jobs with those who are looking for work. 


International Linkages and “Imported” Inflation 


The question of how and to what extent Canada can avoid importing in- 
flation from abroad is similar in many respects to the questions we have just 
been discussing about the way in which inflation in Canada affects partic- 
ular regions of the country. Just as the eastern regions of Canada are linked 
to the industrial heartland of the country by numerous channels of economic 
influence and institutional ties, the Canadian economy itself is linked to the 
international economy—particularly that of the United States—by many 
channels of trade and finance, institutional influences, and information and 
opinion flows. 

There are also, of course, some significant differences between the intra- 
regional links within the country and the international links connecting 
Canada with the outside world. Regions within Canada do not have their 
own currencies, central banks, exchange rates or exchange reserves. Intra- 
regional flows of trade and finance are not subject to tariff and other bar- 
riers, nor are migration flows subject to restrictive immigration laws. The 
various regions share a common system of federal taxation, social insurance 
and transfer payments. Finally, no region within Canada approaches the 
national economy in terms of its relative size on the world scene or the 
diversification of its economic structure. 
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For all of these reasons, it should not be surprising to find that there is 
much less scope for regional variation in cost, price and unemployment 
trends within Canada than there is between Canada and the United States. 

Nevertheless the view is widely held that the course of economic events 
in the United States is bound to exert a dominant influence over the be- 
havior of the Canadian economy at all times, and that in particular Cana- 
dian experience of inflation is necessarily determined in large measure by 
price and cost trends in the United States. This view draws support from 
the empirical observation that over a period of many years rates of change 
in average wage and price levels in the two countries have moved in broadly 
parallel fashion, as indeed have rates of demand expansion, output and em- 
ployment growth, and levels of capacity and manpower utilization. 

There is, of course, a range of views on this matter, At the one extreme 
are those who believe that rates of increase in Canadian prices and wages 
are inexorably tied to similar rates of increase in U.S. prices and wages 
almost without regard to the behavior of the exchange rate or to levels of 
capacity utilization and unemployment in Canada. In their view, policies of 
demand restraint in Canada cannot prevent us from experiencing about as 
rapid a rate of inflation as in the United States, although such policies can 
retard the growth of output in this country and raise unemployment. By the 
same token, strongly expansionary demand policies in Canada can be relied 
upon to generate high levels of output and employment with little danger 
of generating more rapid inflation than in the United States. 

A more orthodox view stresses the crucial role of exchange rate policy 
in determining how far Canadian experience of inflation can diverge from 
that of the United States. Accordingly to this view, so long as Canada re- 
mains strongly committed to maintaining the external value of its currency 
unchanged at some fixed level in terms of U.S. currency (or within narrow 
bounds under a floating exchange rate system), cost and price trends in 
Canada cannot be permitted to diverge very far or for very long from cost and 
price trends in the United States. If unusually strong demand pressures devel- 
op in the United States and lead to a burst of relatively rapid inflation, 
Canada too will be forced to expand demand and tolerate a comparable 
rate of inflation if it is to avoid appreciation or an eventual revaluation of 
its exchange rate. By the same token, the desire to avoid depreciation or 
devaluation of its exchange rate will force Canada to keep its rate of inflation 
from exceeding that of the United States, by setting some limit to its rate of 
demand expansion and accepting the associated level of unemployment. 

It is not incompatible with the above analysis to believe that even under 
a fixed rate regime, the pressures on Canada’s exchange rate resulting from. 
divergent price trends in the two countries may take some time to develop 
and may be temporarily resisted by various means. Thus there may be more 
latitude than is sometimes realized for prices in Canada to diverge tempo- 
rarily from the trend of U.S. prices in the short run. Nor does such a view 
deny the existence of various channels through which the prices of many 
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goods in Canada are directly tied, via the exchange rate, to the prices of 
similar goods in the United States. What it does deny, however, is that these 
direct price links will automatically preserve balance of payments equilibrium 
and stability of the fixed exchange rate without the need for appropriate 
adjustment of demand management policies in Canada directed towards 
this end. 

The logic of this position is that if a country like Canada wishes to 
exert a greater degree of independent control over the behavior of its domes- 
tic cost and price level, it must be prepared to accept greater flexibility of 
exchange rate movement over time. Advocates of a fully floating exchange 
rate argue that the stability of Canadian costs and prices could be effectively 
insulated from a rapid inflation of U.S. costs and prices by this means, since 
the impact on trade flows of the diverging internal price levels of the two 
countries would be automatically neutralized by appreciation of Canada’s 
exchange rate. In practice, of course, the matter is more complicated. For 
example, a floating exchange rate would move not only in response to the 
relative change in U.S. and Canadian price levels, but also in response to 
temporary swings in capital flows of independent origin, to which the econ- 
omy would be forced to adapt. 

Leaving aside the question of the kind of exchange rate system most 
suitable to the needs of a country like Canada, there remains the empirical 
question of the extent to which Canadian experience of inflation during the 
1960s was simply imported directly from the United States under the ex- 
change rate policies actually followed. 

There are a number of channels through which external influences directly 
or indirectly affect costs and prices in Canada. 

To begin with, it is obvious that rapidly rising demand abroad—parti- 
cularly in the United States—is likely to provide a strong stimulus to Cana- 
dian exports and capital investment. If the surge of foreign demand is fueiled 
by rapid monetary expansion in the United States, it may also be difficult for 
Canada to avoid following a similarly expansive monetary policy if it is 
regarded as undesirable to allow the exchange rate to come under upward 
pressure from capital inflows attracted by higher Canadian interest rates. 
The net effect will be to increase the pressure of demand on productive 
capacity in Canada and thus the degree of upward pressure on Canadian 
costs and prices. 

In addition to these indirect effects via demand channels, an inflationary 
boom in the United States will tend to raise costs and prices in Canada 
directly in areas of the economy where these are closely linked to similar 
costs and prices in the United States. This can be seen most clearly in the 
case of internationally traded goods. 

Thus, for example, Canada produces a number of important commodities 
which are traded on world markets at a price set by international conditions 
of supply and demand. The prices of these commodities in Canada are de- 
termined basically by the world price. Canadian conditions of supply and 
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demand have little direct influence on world conditions or world prices and 
so, except for variations in the exchange rate, the Canadian price of 
these commodities will rise if their price abroad rises. These are the kinds 
of commodities whose producers have very little discretion over the prices 
charged. 

No one knows exactly how large a part such commodities play in the 
Canadian economy, mainly because they shade off into commodities whose 
prices are heavily influenced by international economic conditions but whose 
Canadian producers do have some discretion in price-setting, perhaps be- 
cause transportation costs provide a buffer. Thus, it might be thought that 
steel, though not traded on organized commodity markets, would be sold at 
prices determined on the world market. As events following the Canadian 
dollar devaluation of the early 1960s show, however, Canadian steel pro- 
ducers actually do have a substantial margin of price discretion. On that 
occasion they took the opportunity to increase their share of the domestic 
market rather than raising their prices fully into line with the increased prices 
of foreign suppliers of steel. 

Foreign price movements generally do, however, strongly influence Cana- 
dian prices in the case of goods for which export demand or competition 
from imports is an important feature of the market facing Canadian pro- 
ducers or distributors. An increase in foreign prices unmatched by an in- 
crease in Canadian prices will tend to stimulate the demand felt by Canadian 
producers as purchasers switch towards Canadian sources of supply. Similar 
changes in relative prices and shifts in demand occur when Canada’s ex- 
change rate is devalued. The effect of this increased demand is to put up- 
ward pressure on Canadian prices of the goods in question as output rises 
toward capacity. In attempting to increase their output, the Canadian pro- 
ducers will try to hire more labor and may raise wages in the course of doing 
so. If the increased demand in these industries is not matched by offsetting 
declines in demand elsewhere in the economy, overall demand pressures on 
the capacity of the economy and on costs and price levels generally will 
increase. 

Another route through which rising foreign prices exert upward pressure 
on Canadian prices is by increasing the cost of imported raw materials. 
These goods are important inputs into Canadian production and when their 
prices rise, Canadian prices will also tend to rise as these costs are passed on. 

Like those previously mentioned, this channel of foreign influence on 
Canadian prices may be of considerable importance. It is not, however, the 
dominant one. Thus, if one compares the pattern of Canadian price changes 
in recent years which might have been expected if this were the main chan- 
nel of transmission with the pattern that actually occurred, the similarity is 
not very great*’. Indeed, a closer approximation to the actual record is 
achieved by assuming that Canadian output prices simply move in harmony 
with output prices in other countries. 


1 Cf. Kelly. 
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Finally, there may be a tendency for at least some Canadian wages and 
prices to be raised in line with foreign wage and price increases even where 
no demand or cost-raising mechanisms affecting the position of Canadian 
producers are involved. In most cases, of course, mechanisms of this kind 
are present in some degree, but even in such instances the similarity of move- 
ment of wages and prices is often closer than might be expected simply as a 
result of identifiable forces of this kind. 

Thus many researchers have found that even when account is taken of 
their impact via demand and cost effects, U.S. prices or wages still seem to 
have a residual effect on Canadian prices or wages through channels which 
are not readily apparent22. Rather disturbingly, in some cases it appears that 
this residual influence works without respect to changes in the exchange rate. 
That is, a particular price or wage change in the U.S. is reflected in Canadian 
prices or wages in the same way whether or not the exchange rate also 
changed during the period. 

There are a number of possible reasons for research findings of this kind. 
First, they may arise for spurious, technical reasons. Historically, changes in 
demand pressures on capacity and in unemployment levels in Canada have 
closely paralleled similar changes in the United States. As in Canada, U.S. 
prices and wages appear to respond to changes of this kind in economic 
conditions in that country. Any failure to capture Canadian demand and cost 
conditions fully in research studies may thus leave room for U.S. prices and 
wages to seem to play a larger role in determining Canadian prices and wages 
than is actually the case. While it is possible that this accounts in part at least 
for such findings, it is quite possible, and indeed likely, that they also reflect 
the existence of additional links with the U.S. than those mentioned above. 


Thus it is quite possible that changes in certain U:S. prices and wages are 
used by Canadians as indicators of particular price and wage changes that 
would be appropriate in Canada. As we have noted repeatedly, the situation 
facing those who make economic decisions is surrounded with a great 
deal of uncertainty about future market demand conditions and about the 
appropriate wage or price response. Historically, product and labor market 
conditions in Canada have broadly paralleled those in the United States and 
the responses appropriate to U.S. conditions have also turned out to be 
appropriate to conditions in Canada. Thus by entering into the formation of 
expectations about Canadian demand conditions, wage and price changes in 
the United States may well impinge directly on Canadian wages and prices. 


In many cases this expectational link may be even more direct. Thus 
changes in demand conditions in the United States may be thought of as 
applying to Canada as well, and not simply as indicators of the way the 
situation may be developing in Canada. Canadians are exposed to a flood of 
information about U.S. economic conditions through the various communi- 
cations media. It is not unusual to find Canadian economists or business men 


2 Cf. e.g., Taylor, Turnovsky and Wilson, or Bodkin, Bank, Reuber and Robinson. 
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discussing current developments on the basis of reports on U.S. television or 
in U.S. news magazines and treating these developments as applying to Can- 
ada. If this carries over to domestic decision-making, the result would be that 
some Canadian decisions are made on the basis of demand conditions in 
U.S. product and labor markets. 


It is sometimes argued that direct emulation of U.S. rates of wage increase 
plays an important role in the setting of Canadian wage rates. The discussion 
of “parity” in collective bargaining is often pointed to as an indication that 
such behavior exists, and the case of the automobile workers is often cited as 
a specific example. However, the automobile industry is a special case, 
especially with the existence of the U.S.-Canada auto agreement, the logic of 
which would tend in any event to produce parallel movement in the wages 
of automobile workers in the two countries. It seems highly unlikely that 
similar forces are very general in the economy. It is difficult to argue that the 
degree of labor mobility across the border has, in effect, created a single 
labor market, or that collective bargains where parity is a real issue play a 
major role in the determination of wage changes in Canada. 


Our own interpretation of the part played by external links in influencing 
the behavior of Canadian prices and wages during the 1960s may be sum- 
marized as follows. A dominant influence was the fact that rates of demand 
expansion and levels of capacity utilization in the two countries tended to 
move in broadly parallel fashion over the course of the decade. The devalua- 
tion of the Canadian dollar by more than 10 per cent early in the period 
served as an additional source of upward pressure on Canadian prices and 
wages over the next several years during which this new fixed rate was main- 
tained. In part this was a reflection of direct price links in the area of inter- 
nationally traded goods and subsequent spill-over effects into other areas. 
In part too, however, the devaluation added further demand stimulus in the 
export and investment sectors of the Canadian economy, and the fixing of 
the exchange rate made it difficult for Canadian monetary policy to be much 
less expansionary than in the United States. 


The result was that for some time Canadian prices tended to rise appre- 
ciably faster than in the United States. By 1965-66 the inflationary boom in 
that country was becoming very intense, and before long the U.S. unemploy- 
ment rate had fallen appreciably below the rate in Canada—a reversal of the 
situation earlier in the decade. Beginning in 1967 the rate of increase in the 
U.S. price level exceeded that in Canada by a significant margin through to 
1971. Such an observation is not difficult to explain in terms of the differing 
degree of demand pressure on capacity in the two countries, but much less 
understandable if the direct links between overall price levels in the two 
countries were the dominant factor. 


On the whole, therefore, our reading of the evidence is that overall price 
and cost trends in Canada are not necessarily dominated by those in the 
United States, although the exchange rate policy followed by Canada is of 
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key importance. In the short run, there appears to be some scope for 
divergent cost and price behavior in Canada even under a fixed exchange 
rate. In the longer run, however, the possibility of insulating Canada to any 
important extent from inflation in the United States would seem to require 
the accommodation provided by an appreciating exchange rate, both to over- 
come the problem of direct price links and to permit the maintenance of 
substantially different demand policies. 
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chapter six 


THE “TRADE-OFF” BETWEEN INFLATION 
AND UNEMPLOYMENT 


Introduction 


We are now in a position to summarize our view of the causes, processes 
and consequences of recent inflation in Canada. We have indicated that a 
buildup of strong demand pressure on Canada’s productive capacity and 
manpower resources initiated the outbreak of inflation in the mid-1960s. 
Once the process of inflation had gathered considerable momentum, it 
proved highly resistant not only to the disappearance of excess demand 
conditions but also to a degree of demand restraint which generated a 
substantial amount of temporary excess capacity and unemployment. Why 
inflation has persisted as stubbornly as it has during this recent period of 
slack demand is the central question to which we have addressed ourselves. 


We found that while something could be learned from studying the 
performance of the economy as a whole, some conclusions could only be 
drawn after we had focused on how particular wage and price decisions 
were arrived at in individual markets. 


We have stressed the critical role of wage-setting decisions in the labor 
market in determining cost and price trends since the mid-1960s. There 
are two reasons for this. First, labor costs account for much the largest 
part of the total of costs, profits and other payments covered by the selling 
price of a unit of output. Second, the puzzling question of why inflation has 
persisted well after demand pressures have slackened is one that arises 
during periods when profit margins tend to be contracting sharply, while 
the share of labor income tends to be rising. As we have made clear, this 
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does not imply that employees are more self-seeking than owners of the 
capital assets used in the productive process. It merely means that given a 
well-entrenched inflation, the characteristics of the labor market are such 
as to generate only a limited and lagged wage response to a slackening in 
the rate of demand expansion. 


In particular, with the exception of certain situations noted earlier in 
which the power of unions has either increased substantially or has come 
to be used more effectively, we do not believe that the activities of labor 
unions have been a major factor in Canada’s recent inflationary experience, 
notwithstanding widespread opinion to the contrary. We have argued that 
over a period of years including both recessions and expansions, unions 
whose power is growing can be expected to achieve higher earnings for 
their members than they would otherwise enjoy, but, other things equal, 
this will be at the expense of employment in those areas of the economy 
which are becoming more highly unionized. As a result, the supply of 
labor will rise correspondingly in other areas of the economy, and relative 
wage levels in such sectors will become correspondingly depressed. 


Our analysis has suggested that since typical union contracts stretch over 
fairly lengthy periods of time, an unexpected demand inflation might cause 
union wage rates to lag behind the movement of wage rates generally. If 
such a demand-induced inflation were then halted rather abruptly, con- 
tinuing large union pay increases might appear to be generating inflation 
independent of demand. Many of these increases, however, would be 
provided for under existing contracts or would represent “catch-up settle- 
ments” incorporated in new contracts. 


The suggestion that unions are not a major independent source of in- 
flation is consistent with the view that unions can reasonably be described 
as attempting at all times to advance the welfare of their members. The 
successful pursuit of this objective, however, results only in relatively higher 
wages for union members than for non-union workers, not in continually 
rising general wage levels. 


It is worth noting that an inflationary recession like that experienced at the 
beginning of the 1970s is not a new phenomenon, but rather an old one 
in somewhat altered form. It is sometimes said that the “laws of economics” 
are no longer working the way they formerly did. This conclusion is drawn 
from the persistence of “inflationary” wage increases in the face of ab- 
normally high unemployment, a phenomenon attributed to the activities 
of labor unions. It is worth recalling, however, that in the early 1930s 
when unionization was still relatively insignificant in North America, a 
considerable period elapsed before wage and price levels showed much 
response to the massive rise in unemployment experienced at the time. 
While it can be argued that an absolute decline in money wage levels is 
likely to meet particularly strong resistance, there is a sense in which a 
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money wage which does not fall when it might be expected to do so is as 
difficult to explain as one that continues to rise at a faster rate than might 
be expected. 

Our basic explanation of the recent inflationary recession turns on the 
nature of the labor market. As we have pointed out, one characteristic of 
labor markets is that buyers and sellers ordinarily cannot observe quoted 
prices for standardized items as they can in continuous auction markets such 
as stock or commodity exchanges. The heterogeneous characteristics of both 


jobs and employees help to explain why many agreements to buy and sell 


labor are made only after a time-consuming and expensive search on both 
sides. The lack of regular price quotations implies that both sides of the 
labor market exercise some discretion in making or accepting particular 
offers. If wages have been rising at much the same average rate for some 
time, then an easing of demand pressure will have to affect these discretionary 
judgments before much change can occur in the rising trend of prices for labor 
services. Only after excess supply conditions in labor markets have become 
obvious will there be much tendency for the average size of wage increases 
to diminish. 

We have also pointed to a second characteristic of labor markets which 
makes it unlikely that enough slowing of the rate of increase in wages will 
occur in the short run to equate demand with supply, even when it is widely 
recognized that labor market conditions have eased considerably. Given the 
desire for security on the part of wage and salary earners, both employers 
and employees find it in their interest to manage their relationship on the 
- understanding that some security of jobs and relative pay levels will be 
provided in return for somewhat lower wages and salaries over time. Thus, 
employers will be restrained in their own interest from cutting back on pay 
increases so long as they believe that a period of slack demand may represent 
only a temporary pause in a long-term inflationary trend. 

While there are obvious institutional differences between non-union and 
unionized labor markets, we have suggested that similar forces are at work 
in both. For example, the interruption of an inflationary demand expansion 
can be expected to have lagged effects on the rate of wage increase not just 
for non-union labor but also in the unionized market. In this market pre- 
viously agreed upon wage increases will continue to take effect despite the 
slackening of demand. For some time as expiring contracts come up for 
renegotiation both parties to the wage bargain will have limited evidence 
on which to predict a change in future demand conditions. If demand for 
labor continues to be weak, then the longer-run effect will be an eventual 
downward adjustment of expected rates of wage inflation—and hence of 
actual rates of increase of bargained wages—to conform with the slowing 
of demand growth actually experienced. But this is a longer-run adjustment, 
and if inflationary expectations are deeply rooted, wage increases in both 
union and non-union markets may continue for some time to anticipate 
more rapid inflation than is consistent with actual demand conditions. In 
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large measure the trend of prices will reflect this upward pressure on labor 
costs, and the combined result of these wage and price trends will be to 
dampen the growth of output and employment so long as these trends 
continue. 


The “Trade-off’ Between Inflation and Unemployment 


It has long been a common belief that, at least over short periods of time, 
relatively low levels of unemployment and relatively rapid inflation go hand 
in hand. Conversely, depressed output and employment conditions have long 
been associated in the public mind with periods of decelerating inflation or, 
in earlier times, periods of falling prices. This view, once based upon casual 
evidence, has gained support in recent years from systematic study of the 
relevant data, originally stimulated by the work of Professor A. W. Phillips 
on the historical relationship of wages and unemployment in the United 
Kingdom. In recent years a number of attempts have been made to provide 
an analytical explanation of why a relationship of this kind might be found 
in economies where fluctuations in output and employment have been a 
normal part of economic life. 

Our own analysis of the labor market, which draws upon and extends the 
recent work of various economists, provides analytical support for the 
existence of a short-term relationship of this kind. At the same time, how- 
ever, both theory and accumulating evidence make it increasingly apparent 
that the relationship is considerably more complicated than it was once 
thought to be. As we have emphasized in our earlier analysis, there are lags 
in the response of wages and prices to changes in the pressure of demand. 
This alone implies a trade-off. If prices and wages do not respond imme- 
diately to a change in demand, then output and employment will. It also 
implies that the trade-off is only transitory if wages and prices eventually 
respond fully. It is our purpose here to examine more Closely the question 
of whether in the end wages and prices can be expected to respond fully to a 
change in demand, with no lasting effect on output and employment levels. 

One reason why employment responds to an increased rate of demand 
expansion is that there is normally some slack in the labor market. While 
this is clear in periods of pronounced recession, it is also evident from 
what we have said earlier that this is also the case at “normal” levels of 
unemployment. Indeed, if we were to define “full employment” in Canada as 
the lowest level of unemployment at which existing rates of price and wage 
increase have no tendency to rise, then it is evident that under these demand 
conditions there will be many labor markets in which a significant proportion 
of the labor force is classified as without work and actively seeking work. 
Why is this? ’ 


An Economic Explanation of “Normal’ Unemployment 


Most explanations of unemployment begin with a classification of various 
types such as frictional, seasonal and structural. We have found it more 
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helpful to classify the circumstances producing measurable unemployment 
at the “full employment” level into a set of categories more clearly related 
to the traditional economic concepts of demand and supply. The offer and 
acceptance of a job is like the proposal and acceptance of marriage: it 
requires two willing partners and success in finding each other. Thus, un- 
employment can arise from problems on the demand side or the supply side 
of the market, or from difficulties and delays in bringing demanders and 
suppliers together. 

Unemployment which can be attributed to the demand side of the market 
will result if employees are willing to accept jobs at a given money wage but 
employers are not prepared to hire all qualified applicants for work. This 
could be described as job rationing unemployment. Conversely, if the em- 
ployer is willing to hire at a given wage but the employee declines to accept 
the job, the unemployment can be attributed to difficulties on the supply side. 
In this case the employee is in the same position as someone who offers a 
product for sale but specifies a minimum price. This is called the “reservation 
price” for the product, since the seller is prepared to reserve his supply 
from the market at prices below the reservation price. An employee whose 
alternatives are such that he is not prepared to accept a job at a wage less 
than a particular figure is in effect reserving his time for himself, and his 
resulting unemployment can be described as “reservation price” unemploy- 
ment. Finally, if both employees and employers respectively are willing to 
offer and accept jobs at a given wage level but have not yet found each other 
and successfully negotiated an arrangement, this will be reflected in tempor- 
ary unemployment. This concept is close to what has been called “fric- 
tional” unemployment, but it is more meaningful in economic terms to call 
this “search” unemployment. 

Taking these in reverse order, search unemployment can be thought of 
as that part of measured unemployment under prosperous economic condi- 
tions which is not in fact a waste of human resources but rather a necessity 
if people are to find their most effective and profitable employment. In 
the labor market, as in most other markets, there is always some unsatisfied 
demand and some available supply at the equilibrium price. Thus in markets 
for products, sellers maintain inventories of unsold goods and buyers who 
wish to make a purchase often shop for some time before they are satisfied 
that a particular article is the best they can get for the price. Similarly, 
in the housing market at any point of time some apartments are vacant and 
some potential tenants are searching for an apartment of the kind they 
want at a price they are prepared to pay. In labor markets when overall 
demand and supply are approximately in balance, there will be some unem- 
ployment which fulfills an analogous function. The typical job-seeker, rather 
than take the first job that comes along, will find it to his advantage to take 
some time to find a reasonably suitable opening. Although some job-seekers 
already have an existing job, many others (including new entrants into the 
labor force) do not, and hence are classified as unemployed. 
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A second kind of unemployment which may exist even under “full em- 
ployment” demand conditions can be thought of as arising from forces on 
the supply side of the market, although the determination of wages or un- 
employment necessarily involves both supply and demand factors. There 
may be jobs or potential jobs available for which unemployed people in 
the area are qualified, but they may choose not to take these jobs at the 
particular wage levels offered. This means that their supply price for certain 
jobs is above the wage offered. There are many reasons why this might 
be the case. Numerous individuals, including many young people, some 
housewives and some approaching retirement, have only a marginal attach- 
ment to the labor force and will choose to work only if labor market condi- 
tions are particularly favorable. With the existing levels of unemployment 
insurance benefits, any increased earnings from holding a job may not be 
thought worth the effort. The same will be true of some recipients of public 
welfare payments who may also lack the motivation and work habits of 
the regularly employed. There are also many unemployed persons whose 
decision to accept a job is affected by the size of their own accumulated 
resources or their access to sources of support from their families or others. 

In all such cases, it could be argued that the resulting reservation price 
unemployment is not “involuntary” since the individuals concerned choose 
not to work at the current money wage available. It is not a matter of their 
being unable to find any type of work because of some form of job rationing. 
Many of these people do, however, turn up in the unemployment figures. 
In response to an inquiry as to whether they are looking for work some 
may well respond in the affirmative, since they are looking for work in the 
sense that they would accept a job if the pay were sufficiently high. Seasonal 
unemployment, for example, involves individuals who expect to be unem- 
ployed more or less regularly, but who can also look forward to future 
seasonal employment and thus are unprepared either to accept low-paying 
temporary jobs or to move to another labor market. 

This explanation in terms of the supply price for labor services can also 
be applied to the unemployment which arises from inadequate mobility. If 
there are qualified unemployed persons in one part of the country and jobs 
available in another, the economic explanation for people choosing to remain 
wholly or partially unemployed is that the wage required to attract the sup- 
ply of labor to the new location and fully compensate for any costs or other 
disadvantages involved is above the wage being offered. 

A third kind of unemployment which may exist even under “full employ- 
ment” demand conditions is attributable to what we have described as “job 
rationing”; that is, a situation in which unemployed suppliers of labor are 
willing to accept work at the going wage, but there is a limited demand for 
their services. When an excess supply of labor develops, firms will be in a 
position to reduce the rate of increase in the wages they pay, but they may 
nevertheless choose to continue offering wage increases larger than would be 
required to maintain their desired work force. We have argued that such 
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behavior is profitable for the employer if it lowers the average wage he has 
to pay over the longer run for a given quality of labor. Since job rationing 
implies an excess supply of labor willing to take employment at existing rates 
of increase in wage levels, it might be supposed that the involuntary unem- 
ployment created in this way could be eliminated by expanding demand 
without raising the rate of wage increase. Unfortunately, this is not so. 


One reason for this is the degree of dispersion in the labor market condi- 
tions confronting particular employers at any point of time. We have already 
discussed chronic regional disparities in unemployment, but even in parts of 
the country in which there is a reasonable overall balance between labor 
demand and supply, conditions in particular sub-areas of the labor market 
will show a good deal of diversity. This is partly the result of continuous 
shifts in the demand for the final output of particular firms or industries 
arising from changes in taste, new commodities, changing techniques of pro- 
duction and new sources of competition. It is also partly the result of changes 
on the supply side of the labor market as the number and skill of people 
seeking work in particular occupations vary over time. 


These fluctuations in demand and supply in different labor markets cannot 
be offset completely by geographical or occupational shifts except over the 
long run. This means that even with a steady average rate of wage increase, 
some labor markets will be in balance, some will be characterized by excess 
demand and some by excess supply. One implication of our earlier analysis 
which suggested the likelihood of asymmetrical wage responses as between 
tight and slack labor markets is that a larger proportion of the labor force 
will be found in excess supply markets than in excess demand markets. 


Long-term understandings between employers and employees will not pre- 
vent firms from offering larger wage increases when their labor market 
tightens, but they may well restrain firms from offering much smaller wage 
increases even after they have come to recognize that they could do so with- 
out an excessive loss of employees. Thus, a given degree of slackening of 
demand pressure in a particular labor market will lead to a smaller reduction 
in the size of the wage increases offered than a corresponding degree of 
tightening in another market will produce in terms of enlargement of wage 
increases. 

To offset this asymmetry of wage response and to maintain a stable overall 
average rate of wage increase, there must be more workers involuntarily 
unemployed by job rationing in the abnormally slack labor markets than the 
number who are temporarily drawn into employment in the abnormally tight 
markets through any consequent reduction in search or reservation price 
unemployment. The greater the dispersion in labor market conditions the 
greater will be the extent of involuntary unemployment due to such job 
rationing. 

With continual demand fluctuations in individual markets there will be 
other sources of job rationing in those markets which have an excess supply 
of labor. Unions in such markets will have established a pattern of wage rate 
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increases which sets a minimum for particular firms. Thus, while particular 
employers might find it profitable to take on additional workers at a lower 
wage, they are not free to do so. The same result can follow from the exis- 
tence of legal minimum wages. If the minimum wages that employers in a 
particular labor market are permitted to offer are higher than the value to 
these firms of some of the workers available, there will be job rationing within 
that labor market and hence some involuntary unemployment. 


It should not be inferred that an unemployed person is unemployed for 
only one of the reasons set forth above. For example, he may at one and 
the same time be barred from work by one or more of the different forms 
of job rationing described above, but also unprepared to accept a job 
which pays less than he is accustomed to receiving or unwilling to accept 
the economic and non-economic costs of moving to another location. The 
terms “search”, “job rationing”, and “reservation price” unemployment are 
only labels helping to clarify and classify the various mechanisms which 
give rise to the level of unemployment recorded under the overall demand 
conditions we have defined as those of “full employment”’. 


How Unemployment Responds to Changes in Demand 


Having analysed the various forces which generate a certain level of 
unemployment under aggregate demand conditions consistent with stable 
rates of increase in wages and prices, we now turn to what happens when— 
starting from such a position—the rate of demand expansion accelerates. 
It will be argued that such an acceleration of demand growth will produce 
a trade-off between less unemployment and higher rates of increase of wages 
and prices, but that in principle this trade-off should be only a transitory 
phenomenon. Eventually, the rates at which wages and prices are rising 
should tend to stabilize at some new, higher level with no lasting reduction 
in the original level of unemployment. If, on the other hand, the starting 
situation were one of less than “full employment”, then an expansion of 
demand could lead to a rise in employment which would not be eroded by 
consequential effects on wage and price trends.1 


* The analysis which follows focuses on the wage and employment responses in the labor 
market to an increase in the rate of growth of demand for output. The process of adjustment 
in the labor market is, of course, merely one aspect of the economy’s total response to a 
disturbance of this kind. The nature of the parallel process of adjustment occurring in the 
product market is described and analyzed in Chapters I and III. Briefly, the initial response 
in the product market is a speeding up of output and productivity growth which slows 
the rise in unit labor costs and enlarges profit margins. The increased demand for labor 
is of course derived from the increased demand for output. In time the surge of output and 
employment growth raises operating rates to unusually high levels in relation to capacity 
and reduces unemployment to unusually low levels. This means that the rates of growth 
of output and productivity must necessarily slacken, while the rate of increase of prices will 
speed up in response both to the tightening of product markets and to the upward surge in 
unit labor costs. The latter phenomenon, of course, results from the combination of larger 
increases in wage rates and smaller productivity gains, and its normal consequence at this 
stage of the economic expansion is a progressive contraction of profit margins in spite of 
sharply rising prices. 
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This can be seen by considering the effects on a “fully employed” 
economy of a speeding up of demand expansion from a rate consistent 
with steady growth in money wages at, say, five per cent a year to a rate 
which would be consistent with steady growth in wages at eight per cent 
a year. In those labor markets which are in balance or in which there is 
excess demand, existing rates of wage increase will tend to rise. This will 
lead to some reduction in both search and reservation price unemployment, 
since potential employees will not immediately foresee that these stepped- 
up increases in their money wages are merely a reflection of a more rapid 
inflation of costs and prices generally and hence will not mean correspond- 
ingly larger increases in their real wages. 

Since all employers in the tight labor markets will be stepping up their 
wage offers at the same time, they will not succeed in attracting as many 
new employees as they had expected. They will, therefore, tend to raise 
their wage offers even higher, and this may further reduce the amount of 
search and reservation price unemployment. In time, however, those who 
are searching for employment will come to realize that the level of nominal 
demand throughout the labor market is increasing at a faster rate. They 
will raise their acceptance wage, and the level of search unemployment 
will rise. If this more rapid rate of demand expansion were maintained, the 
average acceptance wage should eventually rise by the additional three 
per cent a year which employers could now afford to pay under these 
demand conditions. Search unemployment would thus rise again to the 
same level that existed before the growth of demand accelerated. 


On the other hand, in those labor markets characterized by involuntary 
unemployment due to job rationing, a somewhat different result seems 
likely. With demand increasing more rapidly, jobs will emerge for many 
of those who would have taken work had it been available when money 
wages were rising at their original rate. As markets move from excess 
supply and job rationing to conditions of excess demand, wage increases 
in these markets will become larger. Some markets, however, may remain 
in excess supply even when overall demand is growing more rapidly. Others 
may move into an excess supply situation due to adverse shifts in the demand 
for their output which run counter to the general forces of expansion. The 
speed of the process of wage and employment adjustment in these slack 
labor markets depends on the reaction of employers, unions and govern- 
ments. To the extent that employers facing depressed demand conditions 
follow a policy of offering their existing employees something like the 
going wage increase even when this may not be necessary in terms of their 
own immediate staffing requirements, their wage increases will tend to move 
up in line with those in the excess demand markets. To the extent that 
unions operating in these slack labor markets also manage to keep the 
wages of their members rising more or less in line with average wages 
elsewhere, and to the extent that governments also take steps to keep 
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minimum wages in line with the faster average rates of increase in wages 
and prices, then the degree of job rationing in the economy will in time be 
restored to its original level. 

Some of those who are continuously or intermittently unemployed be- 
cause their reservation price is above the wage levels currently being offered 
will be drawn into employment when the rate of demand expansion rises, 
since some employers will be prepared to make offers at or above their 
reservation price. But to the extent that larger price increases cut back the 
increase in real wages, and to the extent that increases in unemployment 
insurance benefits, welfare payments or the support provided from private 
sources also rise in line with price and wage increases, these reservation 
prices will tend to be raised correspondingly. Thus the amount of reservation 
price unemployment will tend to move back up to its original level. 


A View of the Trade-off 


This analysis is illustrated in Figure 12, in which percentage unemploy- 
ment of the labor force is measured along the horizontal axis and percentage 
wage increases on the vertical axis. The trade-off zone A—A’ shows the 
short-run reaction to a change in the rate of demand growth starting from 
point C, within the “full employment” zone, with a stable rate of increase 
in money wages and a range of unemployment around point M. B—B’ shows 
a new trade-off relationship when the economy has fully adjusted to an in- 
creased rate of demand expansion and the resulting higher rate of inflation. 


Our analysis suggests that any particular trade-off zone is essentially 
ephemeral except at points around the “full employment” rate—the zone 
referred to earlier as the “critical range” of unemployment. Thus the 
point D represents the initial reaction of wage increases and unemployment 
to a speeding up of demand growth starting from an initial point around C. 
Thus, if faster demand growth reduces unemployment to a level such as D, 
the average rate of wage increase will begin to rise, and it will continue 
rising so long as unemployment remains below the critical range. Once 
adjustment to these more rapid rates of demand growth and inflation has 
occurred, the economy will tend to move to a point such as E, with 
roughly the same level of unemployment as at C, but with more rapidly 
rising wage and price levels. 

There will, of course, be differences of view about how closely, in the 
real world, the unemployment rate at point E will approximate that at 
point C, and about the probable length of the time period involved in 
arriving at point E. Recent experience in North America appears to have 
had the predictable consequence of making people sufficiently alert to the 
prospects of inflation to make it likely that the movement to a point such 
as E would occur fairly rapidly. Different opinions continue to be held on 
this issue and the evidence is not clear enough to justify a dogmatic position. 
Unless, however, a strong case could be made that under present-day 
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circumstances point E could be expected to remain significantly to the 
left of C for a substantial period of time, the basic conclusions of the 
analysis presented here would be essentially the same. 


If now an attempt were made to restore the rates of wage and price 
increase experienced at point C by reducing the rate of demand expansion, 
the short-run reaction would be to carry the economy to a point such as F, 
with substantially higher unemployment but only a limited reduction in 
rates of price and wage increase. If this slower rate of demand expansion 
were maintained for long enough, further adjustments could be expected 
to take place and the economy would be brought back to the neighborhood 
of point C with a trade-off zone somewhat similar to that in the original 
situation. The extent and duration of the unemployment which might result 
from attempting to bring about a change of this kind through demand 
policies alone is what led us to the view that in certain circumstances 
temporary price and wage controls could play a useful role as a supplement 
to demand management. 

It will be evident to professional readers that the analysis we have made 
of the trade-off has much in common with what is frequently called the 
Friedman-Phelps view of the process. On the other hand, it will also be 
evident that in trying to relate the observed response of the economy to 
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the behavior of individual economic units we have profitted from a variety 
of other analyses of the processes involved, including those of Abba Lerner 
and others, and the views put forward by James Tobin in his presidential 
address to the American Economic Association in 1971. Indeed, we are 
very conscious of the fact that we have been working in an area in which 
economic experience is continually providing fresh evidence, and in which 
professional economists in a number of countries are continuing to alter 
the way in which this and earlier evidence is interpreted. 

In our view it seems doubtful that it is possible to achieve any significant 
long-run output or employment gains by attempting to run an economy 
below its critical range of unemployment through techniques of demand 
expansion. Indeed, as we shall be arguing below, subsequent attempts to 
check the inflation by restraining the growth of demand are almost certain 
to result in larger losses of output and employment than were gained initially. 
If, on the other hand, effective steps are never taken to check progressively 
mounting inflation, it is difficult to see what is to prevent the whole process 
from becoming cumulative and, in the end, explosive. Nevertheless, the no- 
tion of a trade-off between the cost of inflation and the cost of unemploy- 
ment is still so widely discussed that a brief commentary on possible gains 
and losses may be useful. 


The Possible Output Gains Bought by Inflation 


One of the main arguments advanced on behalf of a policy of rapid 
demand expansion in pursuit of unemployment targets which are incompat- 
ible with price stability is that a less stimulative demand strategy would 
involve operating the economy well below its “potential” level of real output 
and longer-term growth. The magnitude of any such foregone output and 
growth, however, appears to be much smaller than it is often alleged to be. 

Any calculation of the economy’s “potential” output is bound to be rather 
arbitrary. Historically, output statistics have shown substantial fluctuations 
only partly related to the quantity of inputs employed”. Substantial ambiguity 
is introduced into the calculation because of the need to make rather 
arbitrary assumptions about the levels of resource utilization at which the 
economy can operate on a sustained basis. How serious these problems are 
depends on the use made of the “potential” series. 

It is clearly useful to be able to compare the rate of output growth 
actually being experienced with an estimate of the maximum long-run or 
“potential” rate of output growth that the economy seems able to sustain at 
a constant level of utilization of its growing productive resources. This 
allows one to judge whether the intensity of use of the economy’s manpower 
and other resources implied by its current rate of output is above or below 
what might be feasible over the longer term. For establishing the trend rate 
of growth of capacity output, it matters little what method of calculating 
potential is used or what unemployment rate is taken to represent a sustain- 


? Output data are not completely reliable, and input data even less so. 
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able level of manpower utilization, since the calculated trend is not sensitive 
to these bench-marks. 

For many purposes, however, reliable estimates of the level of potential 
output are needed as well as estimates of its trend rate of growth over time. 
This is particularly the case when the size of the “gap” or short-fall between 
actual and potential output is the focus of attention. It is also the case when 
estimates of potential output are used in calculating “full-employment” 
budgets for fiscal policy evaluation. 

It might appear fairly simple to determine what difference a change in 
assumptions would make to the level of potential output. For example, if 
potential output were calculated at a four per cent level of unemployment 
rather than a five per cent level, it would seem fairly obvious that the addi- 
tional workers drawn into employment would, in general, be less well- 
educated, less skilled and less productive than the labor force as a whole. 
The difference in potential output arising from this change in assumptions 
could thus be expected to be something less than one per cent. 


From the very large numbers which are advanced as representing the 
short-fall from “potential” output at levels of unemployment above four or 
five per cent, it will be obvious that this is not the way in which such 
calculations are made. From the analysis in Chapter I it will be recalled that 
short-run fluctuations in demand lead to significant short-run changes in 
output and productivity. In addition, a substantial increase in the rate of 
demand expansion is normally accompanied by an increase in inputs of labor 
considerably greater than the reduction in measured unemployment, including 
a higher proportion of the working age population in the labor force and 
increased overtime working. 

The variations in average productivity that accompany fluctuations in 
economic activity arise primarily from variations in the intensity of work 
being performed. When output falls off from a high level, not only does 
unemployment rise but substantial under-employment of the existing work 
force also develops throughout industry. In addition to lay-offs of workers 
and failure to hire replacements for those who leave voluntarily, many work- 
ers who remain on the payroll work less intensively than usual. In many 
cases it does not pay to let employees go when times are slack if it is 
expected that they will be needed again before too long, or if this will 
seriously affect the continuing relationship between the employer and his 
employees. Hiring is far from costless, and there are advantages in retaining 
employees who are familiar with their jobs and whose abilities and limita- 
tions are known to the employer. It is often the case that to cut down staff 
in response to a temporary decline in demand would require a reorganization 
of the workload which is neither costless nor easy. Thus when output de- 
clines, employment does not decline in proportion. When output picks up 
again, much of the increased demand for labor is met through more intense 
working of existing staff whose services were not being utilized fully during 
the period of slack demand. 
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This mechanism, however, is unlikely to work more than temporarily, 
especially when output surges ahead from levels which are already high. Any 
organization has some scope for achieving unusually high levels of utilization 
of its productive resources and manpower for short periods. On a temporary 
basis, employees may be willing to work harder than usual and for longer 
hours, and jobs of a routine or maintenance nature can be put off for a time 
until the pressure eases. In consequence, a relatively large increase in output 
may be achieved temporarily with little increase in employment. It is very 
unlikely, however, that this can be maintained for long. While people will 
put unusual exertion into their jobs for a while to meet unusual circum- 
stances, they cannot be expected to do so indefinitely. The tasks which have 
been postponed will pile up and become pressing. These considerations 
suggest that the short-run relationship between changes in output and changes 
in employment may be very misleading as a guide to the longer-term pos- 
sibilities for productivity improvement in the economy. 


It is less obvious what longer-term effects an unusually low unemployment 
rate will have on the size of the labor force and on the average number of 
hours worked per week. The argument made earlier about the effects of 
stepped-up demand growth on reservation price unemployment is relevant 
here. Some of those outside the labor force will be prepared to enter the 
market if increased demand makes it possible for employers to meet their 
reservation price, while others will be prepared, at least for a period, to 
work overtime. This too may turn out to be only a temporary source of 
increased output as the balance between work and leisure comes to be 
decided on the basis of longer-term considerations?. 


While it has long been recognized that relatively large short-run output 
gains can be realized by increasing the rate of demand expansion, much of 
the attention given to this phenomenon stems from some work done by 
Arthur Okun a few years ago as a staff member of the Council of Economic 
Advisers, of which he was later the Chairman. The short-run relationship 
found to have held true in the past for the U.S. economy, sometimes re- 
ferred to as “Okun’s law”, is that an output change amounting to a little 
more than three per cent has typically been associated with a change in 
employment of one per cent. Over half of such an increase in output comes 
from increased participation rates and hours of work, and a bit less than half 
from the changes in work intensity discussed above. 


Okun has recognized, however, that the kind of multiple output gain he 
measured is a short-term one, and that the longer-term difference in output 
levels resulting from operating the economy at one level of unemployment 
rather than another will not reflect the special factors at work in the short 
run. As indicated above, economic logic suggests that over the longer term 
a difference of one per cent in the unemployment rate should make a dif- 


8If it were to turn out that some increase in participation rates and hours of work 
persisted over a number of years as a result of lower unemployment rates, any gain in output 
would have to be weighed against the real costs of additional work. 
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ference of less than one per cent in output. Some econometric work done 
by the Commission produced results which, though far from conclusive 
evidence that this hypothesis is the correct one, were nevertheless consistent 
with it. Thus, in terms of foregone output, the cost of avoiding accelerating 
inflation may well be proportionately less than the cost in terms of fore- 
gone employment, not more. 


The Costs of Inflation 


Turning now to the costs of inflation, it has been our view that the prin- 
cipal and often overlooked cost which results from allowing inflation to take 
hold is the cost of bringing it under control again*. In discussing the other 
costs of inflation we have found it useful to make a distinction between 
anticipated and unanticipated inflation. 

Many of those who argue that inflation is relatively harmless have in mind 
an inflation which is largely or wholly anticipated. In this type of inflation, 
wage and salary increases, pensions, interest rates and all other money pay- 
ments would soon come to be fully adjusted to the expected rate of inflation, 
and the economy would perform much as it would under conditions of reas- 
onable price stability. Even in this highly abstract world there are a few costs. 
Unless the anticipated (and actual) rate of inflation in country A is exactly 
the same as that in the rest of the world, a flexible exchange rate which 
' smoothly adjusts to any such differences is required if misallocation of re- 
sources is to be avoided. Similarly, certain costs are necessarily involved in 
making upward adjustments in all prices as required. Finally, if demand 
deposits and currency bear no interest, there will be an incentive to econo- 
mize on money holdings and this will involve a cost to society®. All of these 


4This point is discussed at some length in the Summary Report. 

5In our view the question of the costs to society of the reduction in money holdings 
resulting from a fully anticipated inflation is of interest only to those with a fascination for 
theoretical niceties. We have suggested elsewhere that with a little institutional change and a 
bit of ingenuity most of such costs could be avoided. Not only could interest be paid on 
demand deposits, but it might also be possible to provide a form of interest payment on 
currency holdings. Once a year (or more often) there could be a revaluation day (set by the 
authorities without prior public notice) at which last year’s currency was declared to have a 
value “x” per cent higher than this year’s currency and could be exchanged on these terms. 
A different colored currency could then be issued and the whole process begun again. Thus 
at any point of time there might be two types of currency outstanding, the older one carrying 
a premium in terms of current purchasing power. Canadian cashiers who regularly have 
to deal in both U.S. and Canadian dollars at changing rates of exchange should be able 
to adapt to such a system without undue difficulty. Since there are some students of inflation 
who continue to regard this as a serious problem, it might be pointed out that a correction 
should be made in Professor Grant L. Reuber’s widely used estimate of this cost for the 
Canadian economy published in his article, “The Objectives of Canadian Monetary Policy...”, 
Journal of Political Economy, 72:109-132, April 1964. In the course of reviewing the literature 
on this subject, Professor Donald Gordon was struck by the inordinate size of Reuber’s 
estimate, and when a recalculation was made it appeared that a decimal point had been dis- 
placed. Thus, the estimate of an efficiency cost of 2.3 per cent of national income for a 
rate of correctly anticipated inflation of four per cent should read 0.23 per cent of national 
income, and a similar adjustment should be made to all the other estimates shown in Table 7. 
Professor Reuber has agreed that an error of this kind was apparently made. 
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costs are relatively minor, and a case can be made that a fully anticipated 
inflation at some rate “x” would produce virtually identical results in terms 
of real income and its distribution regardless of the size of “x”. Since a 
steady 50 per cent rate of inflation would seem as difficult to maintain as a 
two per cent rate, virtually all countries of the world which have shown some 
ability to control their rate of inflation have in fact opted for a low figure. 


As a practical matter, therefore, the choice seems to be between reasonable 
price stability and varying rates of unanticipated inflation. This is the kind 
of inflation which most people have in mind when they talk of the advantages 
of seizing any short-term gains in output and employment from a rise in 
demand which leads to unanticipated increases in prices and money incomes. 
It is generally conceded that any gains of this kind should be balanced off 
against the arbitrary redistribution of income and wealth which results, as 
well as such losses as arise from the disruption of financial markets, the 
effects of increased uncertainty on the allocation of resources, the time and 
effort required to hedge against inflationary developments and, more gene- 
rally, the social unrest which results from the struggle to avoid falling behind 
in the process. 


This way of looking at the trade-off, however, ignores the costs of restoring 
the situation as it was prior to the inflationary outbreak. In effect, it assumes 
that changes in the rate of inflation will all be in one direction. Such an 
assumption raises problems which are frequently disregarded. We have 
argued earlier that people are able to learn from their experience of more 
rapid inflation and to adjust their expectations and behavior accordingly. 
If rates of change in the price level moved in only one direction, however, 
it is difficult to see why the public would not soon form expectations about 
the future rate of change in these rates of change. Experience suggests that 
there would be lags in the adjustment process, and the game might go on 
for some time before it developed an explosive character. Over the longer 
run, however, a policy of this kind would seem to involve increasingly 
intractable problems. 


What has happened in the past in Canada is that on occasions when un- 
anticipated inflation has been allowed to develop from an overshoot of 
demand, a subsequent attempt has always been made to bring the price level 
back under control by moderating the growth of demand. Our analysis of 
the response of the economy to demand changes of this kind it that any 
short-run output and employment gains achieved when more rapid inflation 
takes people by surprise are likely to be more than offset by the losses of 
output and employment required to reverse the process. When to the direct 
output losses of changes of this kind in both directions are added the 
disruptive effects on income distribution and the allocation of resources, a 
strong case can be made for avoiding the entire process. 


This concludes our discussion of the causes, processes and consequences 
of inflation. On numerous occasions in the course of this study we have 
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pointed out that reliable knowledge about many important aspects of the 
inflationary process must await the availability of more adequate statistical 
information. A number of recommendations to help in meeting this need 
will be found in Appendix A. Our view of the role of demand management 
and of the available policy choices which emerge from our analysis of 
recent inflation will be found in the Summary Report, which is reproduced 
as Appendix B of this volume. 
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APPENDIX A 


DATA NEEDED FOR THE STUDY OF INFLATION 


It is tempting to compile a long list of recommendations for expanding or 
improving the available supply of economic data in many areas relevant 
to our work. We are, however, very much aware that attempts to satisfy 
the demand for more and better data involve costs as well as benefits, and 
that in a world of scarce resources those who see particular needs for data 
improvement are under some obligation to consider the feasibility of their 
proposals and to order their priorities accordingly. Thus the discussion 
which follows is focused almost exclusively on the supply of information 
for analyzing and interpreting changes in unemployment, related aspects of 
labor market conditions such as job turnover and vacancies, and rates of 
employee compensation. In view of the central role played by the processes 
of wages and salary determination in the labor market in the preceding 
analysis of inflation, the reasons for our concentration on this particular 
area of data requirements will be readily apparent. 

Few aggregate numbers have as great an influence on economic policy 
or attract as much public attention as the national average unemployment 
rate. The experience of recent years suggests that attempts in the past to 
reduce the unemployment rate much below some critical range by stimulat- 
ing the growth of aggregate demand have produced tighter product and 
labor markets than were compatible with the maintenance of stable rates 
of increase in average price and cost levels. At what levels of unemployment 
this critical range was encountered can only be inferred from indirect 
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evidence, and the critical range may well have altered in recent years in 
response to changing rates of external inflation and changes in the economy. 
Thus, for example, more generous unemployment insurance benefits may 
have tended to raise it while other policies, such as manpower training and 
regional economic expansion, have probably tended to lower it. 


Nevertheless, in the formulation of economic policy it is clearly important 
to have a realistic view, based on reliable evidence, of the approximate 
degree of tightness in product and labor markets likely to be compatible with 
reasonably stable rates of change in prices and costs. The level of the 
national unemployment rate is far from being the best possible indicator 
of the overall degree of tightness in these markets, but to the extent that 
it is used for this purpose, reliable inferences are unlikely to be drawn 
without an extensive and detailed knowledge of the composition of this 
aggregate number and of the variety of changing influences that it may 
reflect. There can be little doubt that from this point of view the existing 
supply of information is far from adequate for reliable interpretation of the 
meaning of any particular national unemployment rate. 


It is also clear that the kinds of unemployment experience which are 
lumped together in an aggregate measure of this kind differ widely both in 
terms of the degree of hardship they involve for the individuals concerned 
and in terms of how these particular individuals came to be counted as 
unemployed. At the one extreme, for example, some proportion of measured 
unemployment is accounted for by mature individuals with families to sup- 
port whose periods of unemployment are frequent or of long duration, and 
who have little in the way of savings or alternative sources of income on 
which they can draw. We know very little about how large a group this is, 
or about the prior or subsequent employment experience of its members, 
or about the personal and sociological aspects of their predicament and its 
possible solution. 

At the other extreme are those for whom becoming classified as unem- 
ployed for relatively brief periods is, in some degree, a matter of choice 
involving little serious hardship. Many examples come to mind—those whose 
occupations traditionally involve seasonal or intermittent lay-offs, those 
with a weak or intermittent interest in employment who have other sources 
of income and other activities to pursue, those who leave their jobs 
voluntarily to look for more congenial employment, and those who feel 
they are better off to remain unemployed rather than take currently available 
employment at going rates of pay. 

Between these two extremes, of course, there are other and different 
types of unemployment. In general, however, our knowledge of the various 
categories of unemployment which make up the total in particular regions 
of Canada and in the country as a whole is far from adequate for an 
understanding in any depth of the degree of hardship involved or of the 
direction in which efforts to deal with the problem are required. 
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As things stand at present, the available statistics on national unemploy- 
ment not only invite public misunderstanding but add to the difficulties of 
conducting economic policy on a longer and more realistic view of our prob- 
lems than is typically reflected in today’s headlines. 

In the Commission’s view, therefore, a high priority should be given to 
efforts to improve the supply of information about the many different in- 
fluences reflected in the national unemployment rate and about the many 
different kinds of unemployment experience concealed within this aggregate 
measure. 

Statistics Canada has already recommended a substantial increase in the 
sample size of the existing Labor Force Survey and a considerable extension 
of the range of information sought from respondents. There are a number 
of additional techniques for obtaining such information which deserve con- 
sideration. One might be to undertake a limited number of in-depth cross- 
section studies of the differing backgrounds, immediate problems and subse- 
quent experiences of a representative sample of those recorded as unemployed 
as of particular survey dates. Considerably more information along these 
lines might be obtainable through such channels as the Canada Manpower 
Centres and the Unemployment Insurance Commission. Obviously, these 
suggestions do not exhaust the list of possibilities. A study by a small tem- 
porary task force of qualified persons with professional training in a number 
of relevant areas might help to provide a better public understanding of the 
nature of the unemployment problem in Canada. 


Closely related to the need for better information about unemployment is 
the need for better direct measures of the degree of tightness in labor markets. 
The respective levels of unemployment and of job vacancies are at present 
measured on the basis of very different criteria. Reliable measurement of job 
vacancies requires that a vacancy meet very stringent conditions in order to 
be counted as such. The result is that direct comparisons of the number of 
vacancies and the number recorded as unemployed are quite misleading. 
Interpretation of the vacancy data is also rendered unnecessarily difficult by 
the absence of related data on job turnover. More detailed information on 
unemployment together with the data now available from the J ob Vacancy 
Survey might usefully be supplemented by data on quits, separations for other 
reasons, new hires, and related indicators of labor market conditions. 


A third area in which better information would be extremely useful is that 
of statistics on rates of employee compensation throughout the full range of 
occupational levels. At present we lack indexes of the price of labor services 
comparable in scope and quality with existing price indexes of various kinds. 
Thus, for example, it would be most helpful to have indexes of straight-time 
earnings corrected for interindustry shifts covering major sectors and regions 
of the economy. Much of the information necessary for compiling such 
indexes may already be collected from existing surveys, though perhaps not 
in precisely the form required. 
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The data presently available does not readily lend itself to meaningful com- 
parison of levels of employee compensation as between union members and 
unorganized workers in comparable occupational, industrial or skill cate- 
gories. Useable data for this purpose would be of considerable analytical 
value as well as of interest to the general public. The classification of wage 
rate data along these lines should present no insurmountable problems. Data 
permitting similar comparisons with regard to some of the more important 
types of fringe benefits might also be feasible to compile, though the diffi- 
culties involved would obviously be greater. 

In this connection, it should be noted that at present the responsibility 
for producing statistics with respect to rates of employee compensation is 
shared by Statistics Canada and the Canada Department of Labour. While a 
strong case could be made for assigning the primary responsibility for the 
production of wage and earnings statistics—like other basic economic data— 
to Statistics Canada, there are obviously a number of important considera- 
tions which argue against such a change. As a practical matter, the main 
difficulties posed by the present division of responsibility would seem to be 
capable of satisfactory solution if the activities of the two agencies in this 
important area of economic statistics could be coordinated more closely than 
at present. 

In addition to the need for better wage and salary data is the related need 
for more reliable measures of gross and net profits. Statistics Canada has 
already provided the Commission with consistently defined data for the cal- 
culation of income shares in the non-farm commercial sector of the economy. 
These estimates might usefully be continued on a regular basis and extended 
to other sectors as the necessary resources become available. 

One specific area in which the Commission has been active in urging the 
development of better information is that of planned construction outlays 
classified by geographical area and by type of construction. Proposals along 
these lines developed in cooperation with other bodies are outlined else- 
where’. 


“Construction and Inflation”, Special Commission Report by G. V. Haythorne. 
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PREFACE 


The terms of reference set forth in the Order-in-Council under which we were 
appointed in June 1969 were “to inquire into and report upon the causes, 
processes and consequences of inflation and to inform those making current 
price and income decisions, the general public and the Government on how price 
stability may best be achieved”’. 


To complete this assignment we decided some time ago to make available a 
summary version of our report intended for wide distribution, and a fuller 
account directed to a smaller audience containing a more comprehensive and 
technical analysis of the issues. 


It was our intention to issue both the summary and the more detailed analysis 
at the same time, but the task of putting the various documents into final form 
for publication has turned out to be a more difficult and time-consuming process 
than we had anticipated. To avoid delay, we are releasing the Summary Report 
prior to the publication of the supporting material and the research studies 
prepared in the course of the Commission’s investigations. 


When the Commission held its first meeting on July 2, 1969, we were 
temporarily housed in the noise and the dust of the old Union Station then in 
the process of being reconstructed as a conference centre. Since then we have 
found ourselves fairly continuously in the noise and the dust of controversy, 
first, with the attempt to get general agreement on a price and income restraint 
program; second, with the National Conference on Price Stability and the 
resulting price restraint program; third, with the announcement and application 
of the six-per-cent wage and salary target; and fourth, with the planning and 
discussion of the possible use of mandatory controls. 


The life of those concerned with incomes policy in other countries has never 
been an easy one and we have been neither surprised nor embittered by the 
events of the last three years. What has been particularly heartening is the help 
we have received from a variety of sources. Throughout there has been a band of 
interested people who have felt that some form of incomes policy may be 
needed and they have always been ready to lend support. This is particularly 
true of our own staff and former colleagues who, when things looked at their 
worst, always showed at their best. 
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INTRODUCTION 
AND SUMMARY OF CONCLUSIONS 


How to avoid drifting into increasingly severe and chronic inflation in the 
pursuit of high levels of employment and income is one of the central questions 
of economic policy of our time. 


Throughout the post-war period, virtually every country in the western world 
has found that as strongly rising demand carries output and employment to 
progressively higher levels, a stage is reached where substantially larger and more 
widespread price and cost increases are encountered. Once a marked escalation 
of price and cost increases has occurred, it has rarely subsided in response to a 
subsequent easing of demand pressures without a pronounced — or prolonged — 
interruption of the rising trend of output and employment. 


In his presidential address to the American Economic Association in 
December 1971, Professor James Tobin remarked: 


“Unemployment and inflation still preoccupy and perplex economists, 
statesmen, journalists, housewives and everyone else. The connection 
between them is the principal domestic economic burden of presidents and 
prime ministers, and the major area of controversy and ignorance in 
macro-economics.” 


Our instructions “to inquire into ... the causes, processes and consequences of 
inflation” could thus be taken to be very broad indeed. Given the circumstances 
which led to the establishment of the Commission, however, we have interpreted 
our central task much more narrowly. The Government appointed a Prices and 
Incomes Commission because it had concluded in the White Paper, Policies for 
Price Stability, issued in 1968 that the means available to it for influencing the 
operation of the Canadian economy were not sufficient “‘to resolve the very real 
conflict which exists at the present time between the objectives of maintaining 
high-level employment and restoring the price stability that is necessary for 
sustained economic growth”. 


In this context it has seemed to us that our two main tasks were, first, to 
explain why in recent years inflation has persisted under conditions ordinarily 
thought to indicate an absence of strong demand pressure on the economy and, 
second, to consider what form of prices and incomes policy — if any — might be 
helpful in attempting to deal with the problem. 


The bare bones of the analysis of recent inflation and of the discussion of 
policy alternatives outlined in this Summary Report are as follows: 


1. The main factor which initiated the relatively rapid inflation of prices and 
costs in Canada in the mid-1960s was a build-up of unusually strong demand 
pressure on the economy’s productive capacity and manpower resources. Strong 
demand pressures emerged earlier in Canada than in the United States — perhaps 
as early as 1964 — and for some time the rise in Canadian prices and costs was 
sharper. We do not attach any great significance to the fact that this surge of 
demand was led by exports, business investment, housing and other private 
outlays, while the main weight of sharply rising government expenditure came 
later. Much of the demand stimulus resulted from the re-pegging of the Canadian 
dollar exchange rate in 1962 at a substantially reduced level, and from 
expansionary fiscal and monetary policies in Canada. In modern societies 
national governments are responsible for the overall management of the 
economy. In this sense, if an overshoot of demand is allowed to occur, the 
responsibility must lie with the government. This remains true even though in 
their conduct of economic policy governments cannot ignore the public mood 
and social pressures of the time, and their freedom of action is limited by a wide 
variety of practical constraints. 


2. Although demand pressure on the Canadian economy moderated significantly 
in 1966-67, the inflationary boom in the United States associated with rapidly 
rising military expenditure helped to keep costs and prices in Canada under 
strong upward pressure both directly and through demand channels until the end 
of the decade. By late 1968, when inflation had already become deeply 
entrenched, no conceivable way of managing demand remained open to the 
authorities for which public understanding or approval could be expected. An 
attempt to protect employment levels would have meant passively accepting as a 
new minimum the escalated rate of inflation which had emerged since 1966. 
Moderating the growth of demand in an attempt to restore a greater degree of 
price stability meant risking a period of uncomfortably high unemployment. 


It was not until 1970 that demand pressure clearly ceased to be a factor in 
the more buoyant regions of the country and unemployment rose to relatively 
high levels. The slowdown in economic activity in Canada was, however, 
somewhat less severe than in the recessions of 1957-58 and 1960-61. This is true 
not only of the adverse impact on real output growth but also in terms of 
unemployment. Thus, for example, the national unemployment rate for males 
25 years of age and over averaged 6.8 per cent in 1958 and 7.2 per cent in 1961. 
The corresponding rates for 1970 and 1971 were 4.9 and 5.2 per cent 
respectively. 


For a time Canada’s price performance, particularly as reflected by the 
Consumer Price Index, showed striking improvement. Much of this im- 
provement, however, was due to a sharp temporary decline in food prices, a 
substantial appreciation of Canada’s exchange rate and the 1970 price restraint 
program. Moreover, the average size of wage and salary increases has shown little 
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decline, while average profit margins, which contracted over the period 1964-70, 
have since widened. Thus more recently prices have again been rising at a 
substantial rate. 


3. In our view, the degree to which inflation has persisted under recent 
conditions of slack demand pressure and abnormally high unemployment can be 
explained largely in terms of lags in the response of costs and prices to short-run 
changes in demand, together with the existence of strongly held “inflationary 
expectations” formed on the basis of experience during the prolonged 
inflationary expansion of the 1960s. 


Lags in the response to changes in economic conditions have long been 
apparent in the process of wage and salary adjustment and, to a lesser degree, in 
certain areas of pricing behavior. There is considerable scope for the exercise of 
discretionary judgment in the setting of wages and prices in the short run. There is 
also uncertainty about how to use this element of discretion to best advantage, 
and a variety of delays in implementing decisions. Institutional developments in 
recent years, such as the lengthening of union contracts and the increasing use of 
comparative pay surveys as a part of formal systems of personnel and pay 
administration, may well have increased these response lags. 


More importantly, the length and vigor of this latest round of inflation, 
following as it did on an extended period of economic expansion and an even 
longer period of upward creeping prices, seem very likely to have established 
patterns of wage and price setting behavior adapted to a substantial rate of 
continuing inflation. In effect an “inflation factor” appears to be incorporated, 
implicitly if not explicitly, in the setting of wages and prices and in the level of 
interest rates. 


Finally, the widely-held view that the dampening of the economic climate was 
the result of deliberate policy actions rather than impersonal market forces, and 
that adverse public reaction would probably lead to their early reversal, provided 
reasonable grounds for continuing to base wage and price decisions on 
inflationary beliefs and patterns of behavior. 


4. An important role in Canadian inflation is often attributed to the 
importation of inflation from the United States. It is easy to see the basis for 
this belief. If—as has been the case over much of our history—the rate of 
exchange between the currencies of the United States and Canada is maintained 
at some fixed level, or a flexible rate is kept within narrow bounds, then over the 
longer run the rate of inflation in Canada cannot differ greatly from that of the 
United States. In the short run, however, the direct effects of rising costs and 
prices in the United States are only one of a number of influences affecting the 
movement of overall cost and price levels in Canada. 


Our reading of the evidence is that the broadly parallel movement of U.S. and 
Canadian costs and prices in recent years arises less from direct, rigid wage and 
price links than from broadly parallel variations in the degree of demand 
pressure on capacity in both countries. Both of these channels of influence are 
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related in tur to the pervasive impact on Canadian attitudes, behavior and 
public policies of the vast array of information and opinion flows coming from 
the United States. It is clear, however, that the degree to which Canada imported 
inflation during the 1960s either directly through price and wage links, or 
indirectly through demand, was more a consequence of Canada’s exchange rate 
policy than of foreign inflation as such. 


5. The “market power’ of corporations, unions and other private groups is 
often thought to be an independent source of price and cost inflation. The term 
“market power” is an ambiguous one often combining elements of three related 
notions: first, the existence of some degree of short-run discretion in wage and 
price setting; second, monopoly power; and third, the capacity of influential 
interest groups to bring pressure to bear on governments. 


We have already noted the importance of the scope that exists for discretion 
in wage and price setting in our treatment of response lags and expections. We 
would emphasize the fact, however, that discretionary behavior is by no means 
confined to markets dominated by large firms or unions. 


A second use of the term “market power” refers to monopoly power, i.e., the 
power to obtain a wage or charge a price higher than would prevail under 
competitive conditions. It is not always recognized that monopoly power can 
contribute to inflation only to the extent that it increases or is exercised more 
effectively during the relevant period. The existence of a certain degree of 
monopoly power can explain high prices at a given level of demand, but not 
rising prices. ims 


We have found some examples of an increase in the extent and use of union 
power in certain areas of the economy in recent years, notably in the public 
sector and construction. It is also evident that medical practitioners have 
obtained large relative income gains associated with the spread of private medical 
insurance plans and the subsequent introduction of publicly financed medical 
programs. Opinions differ concerning the effect of the 1967 Bank Act revision 
on the position of the chartered banks and the extent of competition in financial 
markets. The related question of whether the present degree of competition 
found in Canadian financial markets can be regarded as adequate is a different 
issue. Many members of the public are convinced that it is not, just as others are 
equally certain that some unions are too powerful, or that there is inadequate 
control over the incomes of physicians and surgeons under existing medical 
schemes. These questions, however, have more to do with whether certain prices 
or incomes are already too high than with the rate at which they are rising. 


It is sometimes thought that data on income shares provide support for the 
belief that unions have been the root cause of recent inflation. It is true that 
employee compensation accounts for a considerably higher proportion of net 
national income today than it did in the early 1950s, but this seems to be largely 
accounted for by the relative expansion of government and non-commercial 
services and the relative decline in the number of self-employed proprietors of 
farms and other unincorporated businesses. Indeed, it appears that over the 
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period as a whole since 1953, there has been little change in the respective shares 
of employee compensation and returns to capital in that part of the non-farm 
economy which is organized on a commercial, profit-making basis. This, in itself, 
proves little one way or the other about the validity of theories of cost-push in 
which union power or corporate power plays a leading role. What is more 
difficult for such theories to explain is the fact that over this period the income 
shares of labor and capital respectively have gone through successive periods of 
contraction as well as expansion in response to changes in the rate of growth of 
demand. Thus, although labor’s income share was on a rising trend from 1964 to 
1970, over the previous seven years it had been trending downward in the face 
of a strong and sustained rise in the share claimed by profits and other returns to 
capital. 


Finally, the term “market power” is sometimes broadened to include the 
capacity of influential interest groups to bring strong pressure to bear on 
governments. The possibility cannot be ruled out that major changes in social 
and political attitudes and in the balance of power among competing interest 
groups are already occurring and may become increasingly important in this 
country. Many informed observers argue that changes of this character in a 
number of European countries have made possible the successful confrontation 
of governments by powerful groups and led to intense pressure on the 
authorities to use demand expansion to maintain employment and output in the 
face of large cost and price increases. This has resulted in a much stronger 
inflationary bias in public policies than in the past. At least as yet, recent 
Canadian experience does not seem to us to provide conclusive evidence that 
pressures of this kind on the conduct of public policy have become nearly as 
strong as they are said to be in Europe. 


6. It is a disturbing observation that in the course of the expansion of the 1960s 
the Canadian economy seems to have come under sufficient demand pressure to 
generate serious cost and price problems when the national unemployment rate 
was still as high as 4% to five per cent of the labor force. Several characteristics 
of Canada’s economic structure and labor markets may help to account for this 
phenomenon. By comparison with most other countries, Canada has an 
unusually large flow of young people joining the labor force who encounter 
special difficulties in finding suitable permanent jobs, as well as a high 
proportion of employees compared with the self-employed. High job turnover 
rates and seasonality of employment are also found in Canadian labor markets. 
It appears, however, that the most important and baffling dimension of 
the problem has been the persistently uneven regional distribution of un- 
employment in Canada. 


7. Given the above analysis of the twin problems of inflation and un- 
employment, there are several policy choices open to Canada for the longer run 
and the immediate future. One possibility is to accept a certain amount of 
inflation—perhaps even a degree of inflation which becomes more severe and 
chronic over time—as the necessary price for holding the level of unemployment 
to a minimum. If successive escalations leading to progressively higher rates of 
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inflation are rejected, then any short-run employment and output gains 
associated with an inflationary outbreak must be balanced not only against the 
redistributive and other adverse effects of unanticipated inflation, but also 
against the losses of output and employment and the associated distortions 
entailed in reversing the process. Thus it seems clear that episodes of this kind 
yield a net loss to the community. 


There is a comment in the Economic Report of the President of the United 
States for 1971 which helps make the point: 


“We have now come to see more vividly than ever before how long and 
painful is the effort to halt the inflationary process once it has been let 
loose. The avoidance of inflation is always, of course, an objective of 
national policy, and was an objective in 1965-66 when the present episode 
began. But this objective may not get its proper weight because of failure 
to foresee the losses of output and employment that will later be entailed 
in ending the inflation. Remembering the experience of 1969-71 should 
help to correct this error.” 


8. We conclude that learning to live with inflation cannot be counted on to 
enable the Canadian economy to operate on a sustainable basis at average rates 
of national unemployment much lower than those experienced since the 
mid-1950s. There remains the possibility of reducing the critical range of 
unemployment at which cost and price increases tend to accelerate by using 
other means, such as manpower, regional economic expansion, selective demand, 
tariff and competition policies. By improving the adaptation of supply, 
re-channeling the flow of demand or bringing more domestic or foreign 
competition to bear, such policies can, in principle, be expected to lower this 
critical range of unemployment. Experimentation with some of these policies is 
in an early stage and it is too early to judge with certainty what can be 
accomplished. It is, however, easy to under-estimate the difficulties and to fail to 
recognize the practical constraints on government efforts along these lines. 


Some economic policies and institutional influences, moreover, work in the 
direction of increasing the range of unemployment at which cost and price 
increases tend to accelerate. The strong political and institutional forces which 
resist any widening of regional wage differentials operate in this direction, as do 
more generous unemployment benefits and welfare payments, the rapid increase 
of legal minimum wages, and the growing skepticism which has developed about 
the work ethic with the continued rise of private affluence. 


In summary, given the intractability of the problem—particularly that part 
arising from Canada’s regional unemployment differentials—a realistic appraisal 
of all the factors at work suggests one should be cautious in assuming that it will 
be at all easy to reduce the critical range of national unemployment at which 
cost and price increases have tended to accelerate. Moreover, the possibility of 
increasingly severe inflation will remain if the public and their elected 
representatives take an over-optimistic view of the extent to which this critical 
range of unemployment has been reduced. 
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9. If we reject more rapid inflation as only a temporary postponement of our 
difficulties and recognize that supply and selective demand policies have 
considerable limitations, we are left with two policy instruments for dealing with 
the problem, general demand management and incomes policy. Demand 
management must play the central role, but can it do the job alone? A case can 
be made that if the growth of demand could be kept sufficiently steady, this 
would go a long way toward meeting the problem. This is more easily said than 
done. There are many sources of economic instability and there are serious 
difficulties both of a technical and political nature which make it unlikely that 
periodic undershoots or overshoots of demand can be avoided. 


10. Throughout we have stressed the need for realism in assessing what 
particular policies might accomplish, and a similar attitude is clearly required in 
considering the possible usefulness of some form of incomes policy. For this 
reason we concentrate on a full-fledged control system as the only form of 
intervention likely to be effective enough to be worth attempting in the near 
future. The control program undertaken in the United States during the last year 
illustrates the general nature of such a system, and with certain exceptions is 
broadly similar in its general approach to the kind of program which the 
Commission was exploring with management, labor and government representa- 
tives in 1969. With the recent practical experience gained in both countries in 
conducting an incomes policy, the prospects for a measure of cooperation 
among private groups and governments in fashioning an effective control system 
in Canada may now be more promising than on that occasion. In our view the 
negative conclusion on the use of controls reached in 1971 by the Senate 
Committee on National Finance resulted from a failure to recognize how narrow 
the choices may have become. 


The Commission’s view that a temporary program of direct controls over 
prices, wages and other incomes could be helpful in certain circumstances does 
not arise from a belief that the root of the inflation-unemployment dilemma lies 
in the ability of powerful unions and corporations to continue to push up costs 
and prices regardless of demand conditions. We do see serious difficulties, 
however, in trying to extricate the economy from a major inflationary outbreak 
originally generated by an overshoot of demand but persisting stubbornly 
because of widely held inflationary expectations and response lags. 


In conjunction with policies aimed at creating and maintaining a more stable 
demand environment, temporary resort to controls offers a means of bringing 
cost and price increases more promptly and reliably into line with the change in 
demand conditions. This can speed up the process of adjustment and reduce the 
transitional loss of jobs and output in bringing inflation under control. Even so, 
the process is unlikely to be quick or easy, and the results will not be lasting 
unless inflationary expectations can be changed. 


It may be that before long the march of events will bring Canadians to the 
view that serious consideration should be given to a temporary program of 
controls. With this in mind, it has been the Commission’s view that a group 
should be retained within the government to continue work on these issues. On 
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April 27, 1972, the Prime Minister announced the establishment of such a group 
to carry on the work of contingency planning, to complete the editing and 
publishing of the Commission’s studies and to continue research on the role of 
prices and incomes policy in dealing with inflation. 


Two essential conditions must be satisfied for a temporary control program 
to work effectively and then to be phased out with minimum risk of a renewed 
outbreak of inflation. First, the public must be convinced that such measures are 
necessary and that there exists on the part of governments a strong determina- 
tion to make them operate as effectively and equitably as possible. Second, 
governments must be prepared to demonstrate a resolve and capacity to 
maintain relatively stable prices and costs over a sufficiently long time span, 
embracing not only the control period but also its aftermath, to convince the 
public that inflationary expectations and patterns of behavior are no longer 
justified. 


Unless demand is maintained at levels consistent with these objectives, then 
either the control system will prove unworkable or its removal will lead to 
renewed inflation. Given the uncertainties and lags in the response of market 
demand to changes in demand management, this will not be easy to do. 
European experience suggests, however, that if the control system breaks down 
Or wages and prices rise rapidly following the end of the program, it will 
become difficult or impossible to enlist support for the use of incomes 
policy in the future. 


It is our view, therefore, that temporary price and income controls should 
only be used as part of a longer-run policy aimed at maintaining underlying 
demand conditions both during and after the control period consistent with the 
target rates of increase in average price and income levels. 


ORIGINS OF RECENT 
CANADIAN INFLATION 


There is substantial agreement that the relatively rapid inflation of prices and 
costs in Canada which began in the mid-1960s was initiated by a build-up of 
unusually strong demand pressure on the economy’s existing productive capacity 
and manpower resources. 


The degree of tightness which developed in product and labor markets was, of 
course, much more pronounced in some areas of the economy than in others, 
and the demand pressures which caused this tightness were by no means entirely 
of domestic origin. The effects of expansionary fiscal and monetary policies in 
Canada in encouraging the growth of demand were reinforced, in areas such as 
exports and capital spending, by the spill-over effects of rising demand in the 
United States where the pace of economic recovery was also acquiring increasing 
momentum. 


This stimulus from abroad was considerably amplified by the fact that the 
exchange rate for the Canadian dollar had been re-pegged in May 1962 at a level 
more than 10 per cent below its external value at the beginning of the decade. 
To a limited extent this reduction in the exchange rate, superimposed on the 
gradually rising trend of U.S. prices, generated immediate upward pressure on 
overall price and cost levels in Canada even under the depressed market 
conditions prevailing at the time. In addition to these effects, however, the 
devaluation of the Canadian dollar opened up a wide range of profitable 
opportunities for Canadian suppliers of export and import-competing goods to 
expand their share of domestic and foreign markets over subsequent years. Thus 
Canadian exchange rate policy and economic developments abroad helped to 
initiate the burst of inflation which eventually occurred both through direct 
price effects and by adding to the build-up of demand pressures on Canadian 
productive capacity. 


We do not attach any great significance to the fact that this surge of demand 
was led by exports, capital investment and consumer spending on new housing 
and durable goods, while the main weight of sharply rising government 
expenditures occurred later. Since governments are responsible for the overall 
management of the economy, it is clear that they must bear the responsability 
for permitting any overshoot of demand to occur regardless of the direct role of 


9 


government expenditure as such. We leave aside for the moment the question of 
how and to what extent this overshoot of demand might have been avoided. 


For the purposes of this report, it has seemed to us that a broad perspective 
was called for in considering the past performance and future role of demand 
management in relation to the problem of inflation. We have not attempted to 
catalogue in detail the long chain of interrelated policy decisions taken over 
recent years in the various areas of demand management — government 
expenditure, taxation, the management of the public debt, monetary policy and 
external financial policy. Such comments as we have to offer are concerned with 
demand policy as a whole rather than with the detailed application of these 
individual policy instruments. In this connection we shall have something to say 
about the extent to which prevailing public attitudes and practical constraints on 
the freedom of action of governments may have influenced policy decisions 
during the 1960s. 


Before discussing these broader matters, however, we concentrate our 
analysis on the technical issues which have led to conflicting interpretations of 
the nature of recent Canadian inflation. 


The Canadian economy had begun its long climb out of severe recession in 
the spring of 1961. The subsequent rise in output and employment was 
sufficiently vigorous to bring about a progressive reduction in the substantial 
margin of slack which had developed in the economy at the turn of the decade. 
By the end of 1963 the seasonally-adjusted national unemployment rate was 
back down to five per cent of the labor force and still declining, profit margins 
had risen sharply, exports were expanding rapidly and a strong upswing in 
capital investment spending was under way. 


Over the next three years the level of aggregate money expenditure in the 
economy surged ahead at an average rate of more than 10 per cent annually. 
Propelled by this stepped-up rate of demand expansion, exceptionally large gains 
in output and employment were experienced, carrying the seasonally-adjusted 
national unemployment rate down to the unusually low level of 3% per cent of 
the labor force by the autumn of 1965. 


Up to this point price and wage levels had been rising at relatively low, 
though gradually accelerating, rates. By the second half of 1965 this accelerating 
trend was becoming quite pronounced. A marked escalation of interest rate 
levels was also under way. In retrospect it seems clear that the pace of recovery 
in Canada had failed to moderate in time to permit the economy to settle on a 
sustainable growth path compatible with reasonable stability of the price level. 
Instead, the country found ‘tself caught up in a relatively severe outbreak of 
inflation. By 1966 prices and wages in Canada were rising about twice as rapidly 
as they had been rising only three years earlier. 


Relatively rapid inflation continued to prevail in Canada from 1966 through 
to the end of the decade. For a time during the second half of 1966 and the year 
1967, national expenditure in money terms rose at a distinctly more moderate 
rate. In due course this moderation of demand, together with a rise in 
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immigration and labor force participation, was reflected in a somewhat higher 
national level of unemployment. Towards the end of 1967 the seasonally- 
adjusted unemployment rate moved back up to four per cent of the labor force, 
and during the next two years it fluctuated narrowly within the four to five per 
cent range. 


In the meantime, however, demand expansion in Canada was showing 
renewed vigor. In part this reflected the spilling over of demand pressures 
generated in the booming U.S. economy. Sharply rising prices in the United 
States during this period also contributed directly to the continued rapid rise of 
costs and prices in Canada. The fact that Canada’s exchange rate continued to be 
maintained at the fixed level established early in the decade was, of course, a 
crucial element in the transmission of these demand and price pressures from 
abroad. 


In both countries, increasing concern about the intensity and momentum of 
this prolonged outbreak of rapid inflation came to a head towards the end of 
1968 and led to determined efforts in the course of the following year to come 
to grips with the problem by moderating the growth of demand. In Canada, as in 
the United States, the initial effect of these measures was a gradual slowing of 
the rate of output growth, followed in the early months of 1970 by a marked 
rise in the level of unemployment. 


Although the rate of increase in the Canadian price level moderated in 1970 
to a much greater degree than that of the United States, this was partly due to 
temporary factors, including a price war among major retail food chains, a 
significant appreciation of the exchange rate and the price restraint program 
in effect at the time. In recent months most of the broad measures of 
price change in Canada have again been indicating annual rates of increase 
of more than four per cent. The persistence of inflation in both coun- 
tries has been particularly apparent in the trend of wage rates and salaries. 
In Canada, average hourly rates in major collective agreements covering 
unionized employees in industries other than construction continued to rise in 
1971 by 7.8 per cent annually over the life of these contracts — not much below 
the average rate of increase experienced since 1966. 


There is room for differences of view about the approximate duration and 
magnitude of the demand overshoot which resulted in the severe inflation of the 
late 1960s. Since costs and prices in Canada did not begin to spurt ahead until 
the national unemployment rate had fallen to around 3¥% per cent in late 1965, 
and since the unemployment rate remained at this unusually low level only until 
the end of 1966, some observers have concluded that the period of excess 
demand was relatively brief and mild. 


This seems a doubtful proposition. It is a well-established fact that the 
response of costs and prices to changes in the degree of demand pressure is 
normally subject to substantial time lags. These arise both from the time it takes 
for people to recognize that market demand conditions have diverged in a major 
way from what they had expected, and because of a variety of institutional 
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practices, such as the existence of long-term contracts, which prevent rapid wage 
and price adjustment. 


Thus it can be argued that the accelerating rise of costs and prices which was 
in evidence during the course of 1965 must have been a delayed response to 
spreading excess demand conditions in product and labor markets which had 
begun to build up a good deal earlier, quite possibly as early as the first half of 
1964, when the decline in the national unemployment rate had still barely 
carried it below the five-per-cent level. 


It should be noted in this connection that unemployment in some of the 
most populous and heavily industrialized parts of the country had already fallen 
close to minimal levels by the early autumn of 1964. In Ontario, for example, 
average unemployment in 1964 and 1965 was 3.2 per cent and 2.6 per cent of 
the labor force respectively, and was even lower during the summer and fall 
months. 


On this view of the matter, the build-up of excess demand pressures in the 
industrial heartland of the economy may already have reached major propor- 
tions by late 1965, when the upward surge of costs and prices was just gaining 
momentum. 


While it is generally agreed that for some time now excess demand conditions 
have been absent from Canada’s labor and product markets, it is similarly an 
- open question for how long a period during the late 1960s costs and prices in 
Canada continued to be exposed to appreciable demand pressure. 


Those who find it difficult to believe that the Canadian economy can still be 
subject to significant strain of this kind when the national level of unemploy- 
ment rises much above four per cent of the labor force, take the view that 
demand pressure cannot have been a factor in the situation since early 1967. As 
late as 1969, however, the monthly average unemployment rate in Ontario was 
still only 3.1 per cent. Thus it is by no means implausible that it was not until 
early in 1970, when the national unemployment rate rose well above five per 
cent, that demand pressure on costs and prices had unquestionably been 
eliminated in the more buoyant regions of the country. 


If this reading of events is the correct one, the implications are both puzzling 
and disturbing. Why was the Canadian economy unable to operate for long at a 
level of national unemployment much below five per cent of the labor force 
without encountering a significant escalation of the pace of inflation? What 
regional, institutional or other characteristics of our product and labor markets 
could account for significant upward demand pressure on costs and prices at 
such high national levels of unemployment and under-utilized productive 
capacity? 


We shall return to these questions later in this discussion. The point we wish 
to emphasize at this stage is that, at least since 1969, it is generally agreed that 
the degree to which inflation has persisted in this country cannot be explained 
by the current pressure of demand on productive capacity or manpower 
resources. 
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WHY HAS INFLATION PERSISTED? 


If the persistence of inflation is not due to the current pressure of demand on 
the economy’s productive capacity and manpower resources, what is the 
explanation? 


We have already referred to the substantial time lags which normally occur in 
the adjustment of wages and prices to changing demand conditions, whether the 
rate of demand expansion is accelerating or decelerating. Particularly in past 
business recessions, such as that of 1957-58, it has been widely noted that wage 
and price-setting behavior is often slow to respond to changing market forces. 


In part this stickiness arises from the fact that in modern economies few 
prices and even fewer wage rates fluctuate continuously in response to short-run 
variations in the immediate balance between supply and demand in product or 
labor markets. Instead, most adjustments in wage and price levels occur only 
intermittently and by discrete steps, with the interval between successive 
adjustments a rather lengthy one in many cases. This results in substantial timing 
discrepancies between changes in market demand conditions and their eventual 
impact on wage and price levels. 


Underlying this readily apparent feature of wage and price behavior in 
modern economies is the existence of considerable scope for the exercise of 
discretionary judgment in the setting of wages and prices in the short run, 
together with considerable uncertainty about how to use this element of 
discretion to the best advantage. This helps to account for another and perhaps 
even more important source of stickiness in the observed wage and price 
response to recent changes in demand conditions — the phenomenon referred to, 
for want of a better term, as the persistence of “inflationary expectations”. We 
return to this topic later in this section. 


There are not many markets in a modern economy where the timing and 
magnitude of particular price and wage changes are entirely determined by 
impersonal market forces with no role for individual judgment or customary 
practices. The prices of some agricultural and other commodities are set in 
organized competitive markets in which there are minute-to-minute or day-to- 
day fluctuations in response to the impersonal forces of supply and demand. 
Most prices, however, are not set in this way. The Commission’s research has 
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found a little evidence that larger firms respond more slowly than smaller ones 
to changes in the rate of demand expansion and that firms in concentrated 
industries appear more likely to be unresponsive to slackening demand 
conditions. This evidence, however, is weak and inconclusive. Even in areas of 
the economy where it would be difficult to argue that the sellers possess any 
significant measure of monopoly power, there are clearly important elements of 
discretion in price-setting. 


It is hard to think of cases in modern labor markets where wages are 
established through a continuous auction process. Such a labor market would be 
one in which an unemployed person could turn up and by under-cutting the 
offers of others obtain employment for an hour, day or week. It is particularly 
obvious that where workers are unionized and collective agreements remain in 
force over a period of years this is not the way the process works. The fact that 
elements both of discretion and of monopoly power normally play a role in 
establishing wage levels under collective agreements leads to the idea that 
discretion and some degree of monopoly power are invariably found together. 
With only about a third of the non-farm labor force members of recognized 
unions, however, and relatively few markets for casual labor in which wages are 
set by something like a continuous auction process, it is evident that a wide 
range of wage and salary levels is determined under conditions where discretion 
exists but employees have little if any monopoly power to push up wages. 


There is, however, some indication that the timing of the response to changes 
in economic conditions varies somewhat between union and non-union workers. 
Given the existence of long-term union contracts it could be expected that the 
prevailing wage rates of union members generally would respond rather more 
slowly both to increases and to decreases in the rate of demand expansion than 
those of non-union workers. Such evidence as is available in Canada is not 
inconsistent with this hypothesis. 


In recent years these response lags may well have lengthened appreciably as a 
result of certain institutional developments, including the lengthening of 
collective bargaining agreements, and the increased use of comparative wage 
surveys associated with the spread of formal systems of personnel and pay 
administration in both the union and non-union sectors. 


In our view these response lags and the persistence of beliefs and patterns of 
behavior formed on the basis of experience during the prolonged inflationary 
expansion of the 1960s are almost certainly the dominant factors in explaining 
recent wage and price trends. 


Why should the current economic behavior of Canadians appear to be so 
strongly influenced by a continuing belief that a substantial rate of inflation now 
is a normal feature of economic life, and that any slackening of the pace of wage 
and price increases is unlikely to amount to very much or last for very long? 


Presumably the answer lies in past Canadian experience of inflation and of 
the demand conditions which generated it. Canadians have witnessed an almost 
uninterrupted rise in the price level since 1933, associated with a persistent 
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tendency for average wage and salary levels to rise more rapidly than the 
underlying trend of productivity growth. Having experienced a persistent 
decline in the value of money over such an extended period, it should not be 
surprising that the public has come to expect it to continue. Some allowance for 
an “inflation factor” now seems to be incorporated, implicitly if not explicitly, 
in the trend of wages and prices and in the level of interest rates whatever the 
balance between demand and supply in markets for labor, goods and services, or 
credit. 


Thus what is now observed when demand and supply appear to be in 
reasonable overall balance in the economy is a fairly steady positive rate of 
change in the price level rather than a zero rate of change. Similarly, fluctuations 
in the degree of demand pressure on capacity within the range of variation 
experienced in recent years have merely led to faster or slower rates of increase 
in wages and prices. An absolute year-to-year decline in the price level has rarely 
been recorded in recent memory, even in prolonged periods of slack demand and 
abnormally high unemployment. 


There is reason to believe that the magnitude of the “inflation factor’’ built 
into economic behavior patterns in Canada has increased significantly in recent 
years. During the 1960s Canadians experienced almost a decade of unbroken 
economic expansion, culminating in an unusually protracted and severe 
inflation. Over a period of several years during the 1960s, rates of increase in 
wages and prices substantially higher than in the past gradually came to be 
regarded as normal and perhaps inevitable. A similar pattern of escalation can be 
seen in rents, professional fees, property values and interest rates. 


In the market conditions created by a sustained surge of rapid demand 
expansion, those who risk pricing themselves out of their markets learn that the 
normal economic penalties attached to such behavior rarely come into play at all 
severely or for very long. The usual consequences of an overly-rapid escalation of 
costs and prices for the firm or industry concerned are to depress its sales 
volume, squeeze profit margins, and force cutbacks of production, employment 
and capital expansion programs. So long as market demand is kept expanding 
rapidly enough, however, the operation of these mechanisms is, in large measure, 
short-circuited. 


Not only the unions, but also the firms that employ them, learn that 
unusually large wage increases can in fact be afforded under such conditions. 
The course of events proves to the union membership that aggressiveness in wage 
matters pays off, and discredits those union leaders who take a more cautious 
and moderate approach in bargaining. Executives who expose their company to 
a costly strike rather than accept an “unreasonably high” settlement discover, in 
retrospect, that the settlement was not greatly out of line after all. Similarly, it is 
not merely that firms push up their prices rapidly, but also that their 
customers — while complaining bitterly — prove by maintaining their scale of 
purchases that the market can support price increases of this magnitude. 


It should not be regarded as surprising, therefore, that the lessons learned and 
patterns of behavior established over this lengthy period of buoyant demand and 
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severe inflation, have turned out to be highly resistant to the slackening of 
demand pressure which occurred in 1969-70. The public’s unwillingness to 
believe that inflation was on the way out was reinforced, in this instance, by the 
widely-held view that the dampening of the economic climate was the result of 
deliberate policy actions rather than impersonal market forces. It was reasonable 
to believe, therefore, that adverse public reaction might well lead to an early 
reversal of these efforts to restrain the growth of demand. 


Although a learning process of the kind outlined above, based largely on 
experience of demand conditions during the 1960s, would seem to go a long way 
towards explaining current wage and price behavior, such a view is by no means 
universally accepted as the only — or even the main — factor involved. 


One popular explanation of contemporary inflation is the imported inflation 
hypothesis. It is frequently argued that foreign inflation — especially inflation in 
the United States — is bound to exert a dominant influence over the trend of 
prices in Canada at all times, and that the persistence of inflation in this country 
in recent years simply reflects the fact that the United States has continued to 
experience rapid inflation. 


Those who argue that the trend of prices and costs in Canada is largely 
dependent on the trend of prices and costs in the United States base their case 
mainly on the historical record of broadly parallel movements in the domestic 
price levels of the two countries. This record is often interpreted as evidence that 
U.S. price and cost changes exert a direct and dominant influence over the 
behavior of Canadian prices and costs in the area of internationally-traded goods, 
with strong indirect “‘spill-over” effects on price and cost levels in other areas of 
the Canadian economy. 


It is pointed out that the rising prices of imported materials and components 
enter directly into Canadian production costs, while Canadian suppliers of 
import-competing goods and of export commodities may typically base their 
own price increases on those of their foreign competitors. If such price increases 
raise profit margins in export and import-competing industries in Canada, it is 
argued that wage levels in these industries will come under upward pressure, with 
indirect “‘spill-over’’ effects on wage and price levels elsewhere in the economy. 


There are grounds for skepticism that this is in fact the principal mechanism 
through which, in the short run, inflationary conditions in the United States 
exert their impact on the trend of costs and prices in Canada. 


Even in the limited area of internationally-traded goods, it is clear that 
Canadian producers do not necessarily, or automatically, raise their prices in 
direct proportion to foreign price increases. In many instances they have instead 
taken the opportunity to increase their market share at the expense of foreign 
suppliers as, for example, Canadian steel producers appear to have done during 
the 1960s. 


Moreover, it is obvious that changes in the exchange rate for the Canadian 
dollar must, in principle, greatly alter the impact of foreign price trends on 
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Canadian price movements. So far as its direct upward impact on the Canadian 
price level is concerned, a sharp fall in the exchange rate should have much the 
same effect as a sharp jump in the U.S. price level. Yet when allowance is made 
for the major reduction in the level of the exchange rate which occurred in the 
period 1960-62, considerable difficulties arise in explaining why this did not lead 
to a sharper divergence than actually occurred between the overall price level in 
Canada and that of the United States. Close direct links between the Canadian 
and foreign prices of many internationally-traded goods certainly do exist, but 
the overall price levels of the two countries are not so rigidly linked. It is clear 
that prices and costs in large areas of the Canadian economy such as 
construction and services, which do not compete directly either in export 
markets or with imports, respond only weakly and with long lags to the indirect 
influence of changes in foreign prices, foreign wages or the exchange rate. 


The Commission’s reading of the evidence is that the broadly parallel 
historical movement of prices in the two countries is not simply a matter of 
direct price links, but perhaps even more a reflection of broadly parallel 
variations over time in the degree of demand pressure on capacity in the two 
countries. Growing demand pressure in the United States spurs Canadian exports 
and capital investment and thus generates intensified pressure on Canadian 
productive resources. If, at the same time, it is regarded as an important object 
of Canadian policy to resist upward or downward pressure on the existing level 
of the exchange rate, the pursuit of an expansionary monetary policy in the 
United States in such circumstances may make it difficult for the Canadian 
monetary authorities to follow a substantially less expansionary policy in this 
country. 


Thus, the emergence of strong demand pressures in the United States leads to 
intensified demand pressures in Canada, with the result that domestic cost and 
price levels in both countries tend to rise for this reason alone, quite apart from 
the influence of direct price links in the area of international trade. 


The extent to which cost and price trends in Canada are exposed to 
inflationary influences from abroad through one or other of the channels 
mentioned above, is obviously related to the pervasive impact on Canadian 
attitudes, behavior and public policies of the vast array of information and 
opinion flows coming from the United States. Even so, however, Canadian 
exchange rate policy has clearly played a crucial role in the process. The extent 
to which Canada imported foreign inflation during the 1960s followed in large 
measure from the magnitude of the decline in the exchange rate at the beginning 
of the decade and from the importance attached to maintaining it at the new 
fixed level of U.S. $0.925 over the next eight years. 


Although it is easy to exaggerate the extent to which short-run price and cost 
trends in Canada are determined by those in other countries under a fixed 
exchange rate regime, it is nevertheless broadly the case that reasonable price 
stability in any one country cannot be maintained over any extended period in 
the face of substantial inflation abroad, without the insulation provided by a 
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progressive upward adjustment of its exchange rate. In this sense, the degree to 
which Canada imported inflation during the 1960s was more a consequence of 
Canadian exchange rate policy than of foreign inflation as such. 


Another explanation for the persistence of inflation in the face of slack 
demand focuses on the “market power” of unions, corporations and other 
groups as an independent source of upward pressure on costs and prices. In 
attempting to come to grips with this position, it is apparent that many who 
argue along these lines in fact hold rather different views about the nature of the 
mechanism involved. 


Some appear to concentrate on the fact that many economic units are in a 
position to exercise a degree of short-run discretion in price and wage 
determination rather than having to take as given a price that fluctuates freely in 
response to the play of impersonal market forces. We have already examined this 
aspect of wage and price-setting practices in our discussion of response lags and 
expectations, and noted that discretionary behavior is by no means confined 
to markets in which firms or unions exert a significant degree of monopoly 
power. 


Others stress the ability of many private firms or groups to use their 
monopoly power to obtain higher prices or incomes than would prevail under 
more competitive conditions. 


Still others embrace within the term “market power” the ability of politically 
influential groups to bring strong pressure to bear on governments. An 
example is the pressure on governments to expand demand sufficiently to 
prevent large increases in prices and nominal incomes from adversely affecting 
levels of employment and economic activity. We consider the monopoly and 
political pressure interpretations of “market power” in turn. 


A common line of argument attributes to large corporations and strong 
unions a substantial degree of monopoly power which enables them to raise 
prices and wages with little regard for market conditions. 


There can be no doubt that a substantial proportion of price and wage setting 
is done under conditions which are not purely competitive. Many industries are 
oligopolies, i.e., dominated by a small number of firms, and decisions on prices 
take into account the likely reaction of others. Similarly, labor unions and other 
less formal associations of employees are able to bring pressure to bear on 
employers which extends beyond that which can be brought to bear by any 
employee in a competitive situation who refuses to accept a job or leaves to seek 
work elsewhere. Given this fact there are, however, some basic points to be 
considered at the outset in any discussion of how these institutional features of 
the economy’s operation might be thought to account for the persistence of 
inflation under conditions of slack demand. 


The first is that in principle, the possession of a certain degree of monopoly 
power enables those who exercise it to maintain correspondingly higher prices 
for their output or services at any given level of demand than they could obtain 
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under more competitive market conditions. But this is quite different from 
having an unlimited power to raise prices regardless of the state of market 
demand. The existence of a certain degree of monopoly power can explain high 
prices at a given level of demand, but not rising prices. Even the most powerful 
of monopolists knows that the level of demand sets some limit on how high a 
price he can profitably charge. This is because the more he charges per unit, the 
fewer units he will be able to sell. Beyond some point, charging an even higher 
price per unit would merely have the effect of reducing his profits, because of 
the magnitude of the decline in sales volume that it would entail. 


Unions face rather similar limitations in pushing up wage rates. If they try to 
maintain too high a price for their services, labor costs will be so high and sales 
volume and profitability so low in their firm or industry that there will not be 
enough work to keep their members fully employed and take-home pay may be 
adversely affected through reduced overtime and short-time work. 


It is not difficult to see that if the degree of monopoly power possessed by 
firms and unions had increased substantially over recent years, this could have 
served as an independent source of short-run upward pressure on price and wage 
levels. If the extent of business and labor monopolies has not been growing very 
rapidly, however, their role in the inflationary process during recent years 
becomes much more difficult to understand unless one can believe that they are 
now making much more effective use of such power as they possess than they 
were inclined to do a decade ago. 


Such a possibility is not easily reconciled with the traditional though no 
doubt over-simplified assumption that the normal behavior of firms and 
employee groups taken as a whole, whether they have substantial monopoly 
power or very little, is to seek to obtain at all times the best price or wage they 
think market conditions over some relevant period will permit. Even if wage and 
price behavior typically reflects a much more complex set of objectives than 
simply trying to get as large an income as possible, it is by no means obvious 
why the degree to which these groups regard income maximization as an 
important consideration should vary widely and systematically in response to 
changing economic conditions. 


More generally, it has been suggested that as a result of changing social and 
political attitudes in recent years, not only labor unions and business oligopolies 
but indeed organized interest groups of all kinds have become much more 
ageressive and effective in terms of the pressure they have been able to bring to 
bear in support of their members’ income and job security objectives. This 
possibility too cannot be dismissed out of hand, although the evidence available 
for making a strong case along these lines seems to us far from conclusive. 


Changes of some significance have occurred over the last decade in the degree 
of market power exercised by certain employee groups in Canada. There has 
been a major extension of collective bargaining throughout the area of public 
and quasi-public employment, notably in government, education and health 
services. Moreover, in certain industries where well-established unions have 
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operated for many years, such as construction, the union membership has not- 
only increased significantly as a proportion of the work force but may also have 
learned increasingly effective ways of bringing bargaining pressure to bear on 
employers — and through them on the industry’s clients. Many observers have 
noted a more restive attitude on the part of rank-and-file union members in 
recent years, whether related to the spread of similar attitudes of contestation in 
other areas of social life or to resentment over the effects on take-home pay of 
the higher taxes needed to finance the growing share of national income claimed 
by governments. 


On the whole, however, direct evidence of a substantial growth in union 
power is hard to come by. Union membership in Canada has increased only 
slightly between 1960 and 1971 as a percentage of non-farm paid workers — 
from 32.3 per cent to 33.3 per cent. Moreover, since the early 1960s there have 
been few legislative changes in the field of industrial relations which have greatly 
strengthened the hand of organized labor in bargaining apart from those 
affecting public sector employees. 


The deficiencies of existing data on rates of employee compensation in 
Canada do not enable a satisfactory overall comparison to be made between 
union and non-union wage rate increases over the 1960s as a whole. For what 
they are worth, however, the wage rate data show no striking difference, 
although it is clear that there are unorganized groups including some executive 
and professional categories which have obtained larger percentage increases than 
those obtained by many unions. Similarly, as far as average earnings data are 
concerned, no clear-cut systematic difference shows up over the 10-year period 
between the percentage increases occurring in highly unionized industries and in 
industries with a relatively large proportion of unorganized workers. 


Many of the employee groups whose wage or salary gains during the 196Us 
were undoubtedly affected by the fact that they had become newly unionized or 
had significantly increased their union membership also experienced unusually 
strong public sector demand for their services over much of the period. The 
rapid expansion of educational, health and government services at all levels, 
together with the associated high volume of public construction projects, were 
obviously important factors in the rapid escalation of rates of pay for groups 
such as teachers, medical personnel, public service employees and many 
categories of construction workers. Thus the spread of collective bargaining into 
many non-commercial areas of the economy served to reinforce the upward 
pressure of expanding public sector demand on the wage and salary levels of the 
employee groups involved, and this in turn may well have served to escalate the 
wage demands of unions in the private sector of the economy. 


It is sometimes thought that data on income shares provide support for the 
belief that a persistent levering up of average wage levels, presumably 
spearheaded by powerful unions, has been the root cause of recent inflation. It is 
true that the proportion of net national income shown in the National Accounts 
as wages, Salaries and supplementary labor income is considerably higher today 
than it was in the early 1950s. This would seem to be largely accounted for, 
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however, by the strongly expanding share of national income generated in the 
government sector and non-commercial services (the great bulk of which takes 
the form of employee compensation) as against the declining share of national 
income received by self-employed proprietors of farms and other unincorporated 
businesses. 


The distorted impression created by these structural shifts in the economy is 
much less serious if attention is focused on the behavior of income shares in that 
part of the non-farm economy which is organized on a commercial, profit- 
making basis. 


Over the whole period since the early 1950s, the share of employee 
compensation in total non-farm business income does not seem to have risen 
greatly. This in itself proves little one way or the other about the validity of 
theories of cost-push in which the market power of unions plays a leading role, 
non-union employers have little alternative but to match increases in union 
wages, and the authorities feel compelled to expand demand enough to maintain 
employment. 


What is more difficult for such theories to explain is the fact that over this 
period the share of employee compensation in total non-farm business income 
has gone through successive, and sometimes lengthy, periods of contraction as 
well as periods of expansion in relation to the share of profits and other returns 
to capital. The pattern of these share variations is clearly related to cyclical 
swings in the rate of growth of demand, output and productivity, in conjunction 
with the short-run stickiness of the trend of wage rates. Thus although labor’s 
income share was on a rising trend from 1964 to 1970, over the previous seven 
years it had been trending downward in the face of a strong and sustained rise in 
the share claimed by profits and other returns to capital. 


Evidence of a growth of monopoly power on the part of corporations is not 
easy to find. The Commission’s research has failed to find any substantial 
evidence that prices have been pushed up more rapidly over the last decade in 
relatively concentrated industries than in industries whose output is much less 
dominated by a few large firms. Moreover the performance of profits over recent 
years is difficult to reconcile with a belief in greatly strengthened business 
monopoly power. After a substantial increase from 1957 to 1964 there was an 
almost uninterrupted decline in average profit margins from 1964 to 1970 
followed by a renewed rise in response to improving economic conditions. 
Similarly it is not obvious that in general there have been legal, institutional or 
other structural changes over the years which might be thought to have greatly 
strengthened business monopoly power. 


One apparent exception is the 1967 revision of the Bank Act which, by 
removing some of the special constraints on the chartered banks, strengthened 
the relative position of these dominant firms in the financial industry. This and 
other factors played a part in substantially improving the profit position of the 
banks in recent years, a development which has attracted a good deal of public 
attention. It is worth noting, however, that one of the main purposes of the 
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change in the Act was to expose non-bank lending institutions to increased 
competition from the chartered banks in areas of lending business in which the 
latter had previously found it difficult or impossible to operate profitably, in 
spite of their typically lower costs, because of various legal restrictions. This has 
in fact happened, and a case can be made that as a result borrowers have been 
able to obtain access to various kinds of credit more readily or at lower cost than 
would likely have been possible otherwise. 


Whether the present degree of competition found in Canadian financial 
markets can be regarded as adequate is, however, a different issue. Many 
members of the public are convinced that it is not, just as others are equally 
certain that some unions are too powerful, or that there is inadequate control 
over the incomes of physicians and surgeons under existing medical schemes. 
These questions, however, have more to do with whether certain prices or 
incomes are already too high than with the rate at which they are rising. 


Although the evidence is not sufficiently clear-cut to support dogmatic 
conclusions, it seems to us that such changes as appear to have occurred in the 
degree of monopoly power exercised by organized labor or business have not 
been a dominant factor in the substantial increase in costs and prices 
experienced over the period as a whole since the early 1960s. 


Finally, the term “market power” is used to embrace the political pressure 
exercised on governments by influential interest groups. This raises questions on 
which it is difficult to find firm evidence. One cannot rule out the possibility 
that major changes in social and political attitudes and in the balance of power 
among competing economic interest groups are already occurring and may 
become increasingly important in this country. Many informed observers argue 
that changes of this character in a number of European countries have 
fundamentally altered the environment in which demand management must be 
conducted and have led in various ways to a much stronger inflationary bias in 
economic policy than in the past. Frequent and successful confrontations of the 
legal authority of governments by powerful interest groups are one example of 
this. Another is the intensity of the pressure on governments to use rapid 
demand expansion as a means of maintaining employment levels in the face of 
large cost and price increases. 


The possibility that developments in North America are leading in the same 
direction cannot be ruled out, but at least as yet, recent Canadian experience 
does not seem to us to provide conclusive evidence that pressures of this kind on 
the conduct of public policy have become nearly as strong as they are said to be 
in Europe. 
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WHY HAS AVERAGE 
UNEMPLOYMENT BEEN SO HIGH? 


In the course of the preceding discussion we raised the question of how the 
Canadian economy could have been subject to significant excess demand 
pressure when the national unemployment rate was still as high as 4% to five per 
cent of the labor force. Our analysis of the contemporary problem of inflation in 
Canada would be incomplete without some further comment on this important 
matter. 


It is a sobering observation that although the Canadian economy has been 
exposed to sufficient intermittent demand pressure since the early 1950s to raise 
the Consumer Price Index by about 50 per cent, the national unemployment 
rate over the same period has averaged slightly higher than five per cent of the 
labor force. What could account for such a high average level of unemployment 
in Canada? 


Though far from an ideal measure for this purpose, the national unemploy- 
ment rate in Canada is a widely-used measure of the degree of tightness in labor 
markets and, indirectly, of the margin of spare productive capacity in the 
economy. The definitions of who is in the labor force and who is unemployed 
are necessarily arbitrary, and in a number of European countries unemployment 
is measured in widely differing ways. The level of unemployment in the United 
States, on the other hand, is measured in much the same way as it is in Canada, 
and on the average it has been only marginally lower than Canada’s 
unemployment rate since the early 1950s. The impression is probably correct, 
however, that, even if the statistical measures used in various countries could be 
adjusted to provide a reliable basis for comparison, Canada’s average unemploy- 
ment rate would still turn out to be relatively high by international standards. 


A striking feature of Canadian unemployment experience has been the 
persistence of marked regional differentials in unemployment rates. In the more 
outlying regions of the country, particularly Eastern Quebec, the Atlantic 
Provinces and British Columbia, well-above-average unemployment rates are 
characteristically found whatever the level of the national unemployment rate. 
In the densely populated and heavily industrialized areas of Southern Ontario, 
on the other hand, the labor market appears to function with a relatively high 
degree of efficiency by international standards and at comparatively low average 
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levels of unemployment. Thus when the seasonally adjusted national unemploy- 
ment rate has been approximately five per cent, the actual level of unemploy- 
ment of workers over 25 years of age at the seasonal low point in September has 
typically been about two per cent of the corresponding age group in the Ontario 
labor force. If labor markets in all parts of the country functioned as efficiently 
as this, the average Canadian unemployment level would not be greatly out of 
line with that of most other industrial countries. 


The fact of the matter is, however, that at levels of aggregate demand which 
generate some strain on productive capacity and an unduly tight labor market in 
the industrial heartland of the country, unemployment remains relatively high in 
the less buoyant regions. 


Why is this? Why is it that the basic economic mechanisms which might be 
expected to lead to a more even distribution of unemployment among the 
various regions of Canada do not appear to work effectively enough to produce 
this result? 


It might be expected, for example, that if there were substantial unemploy- 
ment in one region and a much wider choice of job opportunities available in 
another, there would be a flow of people from the high to the low 
unemployment areas. If there were no reluctance to move and no costs involved, 
the migration of workers might be expected to go far towards evening out 
differential levels of regional unemployment. 


Labor mobility of this kind has in fact been apparent in Canada on a 
substantial scale over a long period of years, notably from the Atlantic Provinces 
to the central regions and from the Prairie Provinces to the west coast. In a 
country as spread out geographically as Canada, however, the information, 
transportation and relocation costs to be borne in the process of successful job 
search in other regions pose serious difficulties for job-seekers living in outlying 
areas. Cultural and linguistic differences pose an even more formidable barrier to 
the ready movement of workers between Quebec and most other regions of 
Canada, although in earlier decades there was a considerable flow to New 
England, Ontario, New Brunswick and other parts of Canada. As is pointed out 
below, relatively little advantage has been taken of government programs under 
which grants are available to encourage the exploration of job possibilities in 
other regions and to assist in financing relocation. 


The upshot is that interregional labor mobility in Canada has not been great 
enough in the past to bring about any marked reduction in differential levels of 
regional unemployment, nor does the situation seem likely to change dramat- 
ically in this respect in the next few years. 


The fact that there is limited labor mobility to more buoyant areas from 
those regions of Canada which typically experience well-above-average levels of 
unemployment does not, of itself, explain what causes persistently high 
unemployment in these regions in the first place. 


One possibility which is often mentioned is that the economic and social 
structure of these regions poses special difficulties in matching the particular 
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skills, training and preferences of those seeking work with the particular 
requirements of the job vacancies that arise. Many of the more obvious 
structural characteristics of labor markets in these regions which might help to 
account for their higher-than-average unemployment levels are common in some 
degree to labor markets generally in Canada, though much less important in 
other parts of the country. This is true, for example, of the unusually wide range 
of seasonal variation in job opportunities in these regions, whose employment 
base is heavily dependent on a narrow range of seasonal industries such as 
forestry, fishing, agriculture, tourism and construction. 


It seems doubtful, however, that special structural difficulties of this kind and 
the consequent problems of matching job-seekers with available jobs can 
possibly be the whole explanation for the relatively high unemployment 
typically found in these regions. The impression is probably correct that even if 
workers with the required skills and training were readily available locally to fill 
all the existing vacancies, there would still be a persisting situation of 
substantially fewer local job opportunities than unemployed workers seeking 
jobs. 


Temporary imbalances of this kind in the labor markets of these regions are 
not difficult to understand, but a chronic imbalance of substantial proportions 
between the number of workers looking for jobs at going wage levels and the 
number who can be profitably employed at these wage levels is a distinctly 
puzzling phenomenon. Basic economic theory suggests that if market forces are 
allowed to operate, the price of labor should tend to adjust, at least over the 
longer run, to a wage level at which the number of workers in demand by 
employers and the supply of workers willing to take these jobs come into 
approximate balance. 


Wage levels in eastern Canada are typically substantially lower than in the 
central industrialized regions, partly reflecting productivity differentials which in 
turn arise from differences in resource endowments, locational advantages, and 
levels of managerial and technological skills. The larger the wage differential 
between eastern and central Canada, relative to the productivity differential, the 
broader the scope for the profitable employment of labor in Eastern Quebec and 
the Atlantic Provinces. Historically, however, it has not proven easy to narrow 
productivity differentials and there have been strong political and institutional 
forces at work which have resisted any widening of regional wage differentials 
and indeed worked to narrow them if possible. General economic analysis would 
suggest that this contributes to the persistent maladjustment of regional labor 
markets in Canada. 


The fact that even in the industrial heartland of Canada unemployment is 
normally somewhat higher than in many overseas countries would seem to be 
partly a reflection of differences in economic and social structure. In many 
overseas countries the flow of young people entering the labor market has been 
proportionately much smaller in recent years than in Canada, and institutional 
arrangements for directing young people into specific training programs or 
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permanent employment are more highly developed. Although such arrangements 
may well involve a degree of channelling inconsistent with Canadian views on the 
freedom of occupational choice desired for young people, the question remains 
why the vast sums spent on secondary and higher education in Canada often 
leave students so ill-prepared to find a job. 


Few overseas countries experience as wide a range of seasonal variation either 
in job opportunities or in labor force participation as is found in Canada. It may 
also be the case that frequent job changes by adult workers, the intermittent 
employment of married women in part-time or temporary jobs, and the holding 
of secondary jobs as regular hours of work have shortened are more common 
practices in North America than in most other societies. High job turnover rates 
appear to be a normal feature of the Canadian labor market. Such statistics as 
are available for past periods suggest that on the average, separations occur in 
something like six per cent of existing jobs each month and a similar percentage 
of jobs are newly filled. Job turnover figures for the United States are of much 
the same general order of magnitude. Although much of this turnover involves 
no interval of unemployment or only a very brief one, many job changes of this 
character are undoubtedly reflected in the standard unemployment measures. 
More generous unemployment insurance benefits, including a reduction in the 
length of previous employment required for qualification purposes introduced in 
1971, may be reflected in more persons changing jobs and also in more people 
being counted as unemployed rather than as outside the labor force. 


In economies which are largely organized on the basis of self-employment on 
the family farm or in family business, a decline in demand typically results in 
under-employment and loss of income for the workers involved rather than a rise 
in measured unemployment. In most parts of Canada other than the Prairie 
Provinces, a very high proportion of the labor force work as employees, and 
there has been a relative shrinkage of employment in the farm and unincor- 
porated business sectors of the economy over many years. 


There are, of course, obvious reasons why in any country some minimum 
number of temporarily unemployed persons are likely to be looking for work at 
any given time, even with efficient labor markets and under normal demand con- 
ditions. For example, persons counted as presently unemployed and actively 
seeking work include many young people looking for their first job; immigrants 
who have recently arrived in Canada; many workers whose labor force participa- 
tion is weak or intermittent and who are merely looking for temporary or part- 
time employment; many who have left their previous employment because of 
dissatisfaction between themselves and their employers; and many who have 
been unfortunate enough to be laid off for seasonal reasons or because of work 
stoppages or shifts in demand between particular firms or industries. 


Even when an economy is generating a sufficient number of job vacancies to 
suit the skills and preferences of those seeking employment, there are various 
reasons why the process of matching up individual job-seekers with the 
appropriate job vacancies is bound to take some time. Both employers and 
employees have to spend time searching in order to find the best employees 
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available for the job and the best jobs available for the job-seekers. Up to some 
point it pays both employers and job-seekers to accept the costs of undertaking 
a more thorough and lengthy search rather than accept the first applicant or first 
job opportunity that comes along. 


Although all of the reasons why the normal level of unemployment in Canada 
is relatively high are not fully understood, it will be apparent from the above 
discussion that a combination of factors is probably involved, many of them 
reflecting deep-seated characteristics of Canada’s regional economic structure 
and labor markets. It seems clear that the reason price and wage trends begin to 
accelerate in Canada at such high levels of national unemployment is closely 
connected with the fact that the regional distribution of unemployment is 
typically so uneven. 
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THE CHOICES FOR POLICY 


What are the policy choices which emerge from this view of recent inflation 
in Canada? 


In particular, what policy choices are open to us in situations like that of 
recent years, where a substantial overshoot of demand in the past has led to a 
marked escalation of the pace of inflation which still persists and may yet 
accelerate again? 


There is a basic issue to be faced at the outset. Although virtually no one 
favors inflation for its own sake, there are those who believe there is an inherent 
conflict between the way demand would have to be managed in order to keep 
unemployment to a minimum and the way it would have to be managed in 
order to maintain reasonable price stability. In their view, we have no choice but 
to put up with a certain amount of inflation—perhaps even with inflation which 
gradually becomes more severe and chronic over time—if we are to keep the 
economy under sufficient continuing demand pressure to realize our potential 
output and hold the level of unemployment to a minimum. 


Is this view substantially correct, or is it based on highly questionable 
assumptions? 


It is not difficult to see how the idea developed that we could maintain more 
rapid economic growth and lower unemployment if only we were prepared to 
put up with more rapid inflation. 


On past occasions when the rate of inflation has fallen to minimal levels, this 
has usually occurred during periods of slowly rising demand, sluggish output 
growth and abnormally high unemployment. When a faster rate of demand 
expansion has subsequently developed, this has led initially to substantial gains 
in output and employment but also, before long, to sufficient acceleration of the 
pace of inflation to attract growing public attention and concern. 


This has led to the conclusion that it should be possible to maintain enough 
demand pressure in the economy to keep unemployment down to quite low 
levels for an indefinite period, provided the public were prepared to live with 
some degree of more or less continuous inflation. The lower the average level of 
unemployment that was desired, the higher the average rate of price increase 
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that the public would have to be prepared to tolerate, the approximate terms of 
these “trade-off” possibilities being revealed by past experience. 


In recent years the suspicion has grown that it may be more difficult than 
appears at first sight to take advantage of this apparent “trade-off”. In many 
countries, inflation has lingered on during recent periods of slack demand and 
relatively high unemployment at appreciably higher rates than might have been 
expected on the basis of earlier experience. When demand has revived and 
unemployment declined, these rates of inflation have escalated even further. 


This raises the disturbing possibility that the “trade-off” options open to us 
may have been worsening over time—that in order to hold unemployment down 
to any given level may now require the acceptance of substantially more rapid 
inflation than might have been expected only a few years ago. 


Economic theory suggests an explanation for this phenomenon. It has long 
been argued that if everyone were capable of anticipating the future rate of 
inflation correctly, it should make no difference to their actual economic 
behavior whether the value of money was declining by “x” per cent a year or 
twice “x” per cent a year. Over time, the prices at which all economic 
transactions were conducted would simply be adjusted upward at the appro- 


priate rate. 


No one argues, of course, that people are in fact capable of anticipating at all 
correctly how rapidly inflation will occur. At the same time, however, no one 
denies that people can learn from past experience and modify their behavior 
accordingly. It may well be the case that past experience of inflation leads 
people to revise upward their notions of how rapidly inflation is likely to occur 
in the future, and that as a result the “trade-off” works only to the extent that 
the actual rate of inflation continues to outrun the rate the public has learned to 
expect. 


A concrete example of how this might be expected to work may clarify the 
point. Let us leave aside for the moment the complications which arise from 
external transactions and foreign influences, and consider the case of a 
self-sufficient economy which has been operating for some time around a level 
of capacity utilization at which there has been no strong tendency for the rate of 
inflation either to speed up or slow down. Suppose that the level of money 
demand in this economy has been rising fairly steadily at an annual rate of about 
seven per cent and the level of real output—determined by the basic forces of 
capital accumulation, labor force growth and underlying productivity improve- 
ment—at an annual rate of about five per cent. This will mean that the price level 
has been rising at a rate of about two per cent a year—a rate of inflation which 
people might not unreasonably have come to expect to continue indefinitely. 


The adoption of more expansionary fiscal and monetary policies in these 
circumstances would presumably stimulate a more rapid increase in the overall 
level of money expenditure in the economy—let us say to a new higher rate of 
10 per cent a year. With excess demand conditions now becoming dominant in 
markets for goods and factors of production, this will lead to unusually large 
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gains in production and employment so long as the rise in price and wage levels 
fails to accelerate correspondingly. 


No doubt the public will soon begin to notice that market demand has turned 
more buoyant, and firms and employees will find that prices and wages can be 
raised more readily than they had come to expect on the basis of past 
experience. But it will take time for them to recognize the change in the 
economic environment and to respond to it fully. The unusually rapid growth of 
output and employment will push capacity utilization rates up to abnormally 
high levels and tend to reduce unemployment to abnormally low levels. 
Increasing strain on productive capacity and growing tightness in the labor 
market will generate intensified upward pressure on price and wage levels, and in 
due course the rate of inflation will begin to accelerate substantially. 


If the growth in money demand is maintained at its new rate of 10 per cent a 
year, the extra stimulus to output and employment will become progressively 
weaker as the rate of increase in the price level moves higher, and it will 
eventually disappear altogether once price inflation reaches a five per cent 
annual rate. This will bring the rate of growth in real output back down to the 
five per cent annual rate from which it originally started, with corresponding 
effects on the rate of growth of employment. 


The above account assumes an adjustment process which may well be 
unrealistically smooth. If, at some stage, cost and price increases were to 
overreact to the degree of demand pressure, output and employment levels 
might be temporarily depressed for a time in the course of the period of 
adjustment. 


In the end, the full adjustment of the economy. to the stepped-up rate of 
demand expansion would merely have raised the inflation rate correspondingly, 
with no lasting effect on the growth rate of output or employment. 


If an attempt were made to continue to run the economy at abnormally high 
levels of capacity utilization and abnormally low levels of unemployment, the 
only way this could be done would be by progressively stepping up the rate of 
expansion in money demand beyond 10 per cent a year in order to offset the 
effects of the progressively rising rate of inflation of the price level. If at some 
stage public pressure to call a halt to the process became irresistible, it is difficult 
to see how this could be done without major disruption of the economy and 
very serious adverse effects on employment. Nevertheless, on the basis of the 
oversimplified analysis outlined above, it will be seen that so long as the public 
were prepared to tolerate an accelerating rate of inflation which continued to 
exceed their expectations, some benetit in terms of output and employment 
levels could be maintained. 


The above analysis leads to the rather obvious conclusion that, if it lasts long 
enough, unanticipated inflation tends to become transformed into anticipated 
inflation. Since there are important differences in the consequences of inflation 
depending on the extent to which it is correctly anticipated, much depends on 
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how long it takes people’s price and wage behavior to adjust to changing levels of 
money demand in product and labor markets. 

A decade ago or even a few years ago it was possible to argue that the lags in 
cost and price adjustment to a stepped-up level of demand pressure were very 
long. As economic experience under policies based on this assumption has 
accumulated, however, so have serious doubts about whether the hoped-for 
employment and output gains which these policies are supposed to make 
possible are either very large or very lasting. People do learn from their 
experience of inflation and do adapt their wage and price behavior accordingly. 


Although, as we shall see, the notion of a fully anticipated inflation is a 
theoretical construct rather than a phenomenon likely to be observed in the real 
world, it is certainly the notion that many people have in mind when they argue 
that inflation is relatively harmless. 


All that one needs to assume in order to regard inflation as relatively harmless 
is that it is fully and correctly anticipated by almost everyone and that 
institutional practices have adapted to the point where almost everyone is 
effectively protected from its effects. Thus, if an annual rate of price increase of 
“x” per cent became the norm instead of the average rate of a little more than 
two per cent experienced in Canada between 1953 and 1970, and if it were 
certain that this average rate would be maintained in the future, adjustments of 
the following kind could be expected to take place. Average wage and salary 
levels would tend to rise over time at something like the average rate of produc- 
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tivity growth plus “x” per cent, interest rates on average would tend to be the 
“real” rate plus “x” per cent, pensions would be escalated by “x” per cent a 
year and the exchange rate would tend to depreciate or appreciate over time as 
required in order to accommodate differential rates of inflation between Canada 
and other countries. In short, life would go on in much the same way” as if 
everyone believed in reasonable price stability and prices were in fact kept 
reasonably stable. 

Adjustments very similar to those described above do, in fact, take place in 
countries where relatively high rates of inflation are experienced on a continuing 
basis. It will be realized, of course, that any government capable of maintaining a 
steady 10-per-cent or 20-per-cent rate of inflation would be equally capable of 
maintaining a steady two-per-cent rate. Since nothing would be gained by 
maintaining a higher rate rather than a lower one once these became fully 
anticipated, any such government would no doubt choose the lower one. This is 
perhaps why there are many examples of countries where, over considerable 
periods of time, people expected and got reasonable price stability, while in 
countries with chronically high rates of inflation these rates are not steady but 
change significantly from year to year and sometimes from week to week. 


Thus as a practical matter, if we leave aside the possibility of intermittently 
escalating inflation, the choice appears to be between reasonable price stability 
or a significant degree of inflation at rates which vary considerably over time. 


*Economic theorists have pointed out that if currency and demand deposits continued 
to bear no interest there would be a tendency to economize in the use of money and this 
would be wasteful. This also could be remedied by appropriate institutional changes. 
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Inflation of this kind keeps people guessing. At times it will turn out to be more 
rapid than people had anticipated, and at other times less rapid than they had 
expected. 


Is inflation of this kind worth the candle? It offers the temptation of 
benefiting from time to time from the short-term gains in output and 
employment generated by increases in the pressure of demand which give rise to 
unanticipated inflation. These gains have to be balanced off against the 
haphazard redistribution of income and wealth which accompanies unexpected 
price changes and the resulting social unrest, disruption of markets dealing in 
fixed value assets, and the waste of the time and effort required as people try to 
devise effective ways of protecting themselves against the process. If action is 
eventually taken to restore the degree of price stability which existed prior to 
the outbreak, there will be temporary but significant losses of employment and 
output which are likely to exceed the previous gains. If, in addition, one takes 
into consideration the redistribution and other adverse effects of changes of this 
kind in both directions, it seems clear that episodes of this kind yield a net loss. 


There is a comment in the Economic Report of the President of the United 
States for 1971 which reflects the feelings of those with policy responsibility 
during a period in which the chickens come home to roost: 


“We have now come to see more vividly than ever before how long and 
painful is the effort to halt the inflationary process once it has been let 
loose. The avoidance of inflation is always, of course, an objective of 
national policy, and was an objective in 1965-66 when the present episode 
began. But this objective may not get its proper weight because of failure 
to foresee the losses of output and employment that will later be entailed 
in ending the inflation. Remembering the experience of 1969-71 should 
help to correct this error.” 


Those who advocate unanticipated inflation, however, do not do their 
calculations in this way. They are prepared to balance off the initial gains in 
output and employment against the degree of redistribution and disruption 
involved, but they generally fail to make any allowance for the output and 
employment losses incurred in trying to bring the surge of inflation back under 
control. In short, they assume a one-way movement in price and cost increases 
without corrective action. If this relaxed approach were taken to each successive 
upward ratcheting of the rate of increase of costs and prices, a stage would 
surely be reached at which the patience of the public would finally be exhausted 
and an attempt to halt the process would have to be made, even though by then 
such action would pose very serious problems of adjustment. 


The discussion in this section so far has left aside the international aspects of 
inflation in particular countries. To many this is the central issue, and the 
problem of inflation in Canada in their view is of little account so long as we 
keep more or less in step with the pace of inflation experienced by our major 
trading partners. Indeed, for those who believe the ideal world to be one in 
which there are no changes in exchange rates, countries like Canada have little 
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choice but to accept much the same average rate of price increase as that 
occurring in the major economies. Given this reluctance to alter exchange rates, 
a country which inflates at a faster rate than the outside world will in time 
generate a balance of payments problem of increasing severity. In time it will be 
forced to take measures to restrain demand, perhaps accompanied by a 
devaluation. Thus, when it is argued that inflation must be controlled or the 
country’s international competitive position will deteriorate, this is based on the 
notion that the exchange rate must be maintained at some fixed level or that 
there are strong objections to letting it decline enough to offset the effects of a 
differentially high rate of inflation. 


Even though in the short run resort to exchange rate devaluation, 
depreciation or foreign exchange controls is capable of shoring up a country’s 
competitive position temporarily, the effectiveness of such measures may well 
decline rapidly with repeated use. The intermittent relief gained in this way may 
well lead the public to conclude that the relative rise of the country’s internal 
price level is likely to continue or even to accelerate, and to adapt its wage and 
price behavior accordingly 


Before drawing this discussion to a conclusion, there are two general 
comments which remain to be made. The first is that it is important to avoid 
exaggeration in referring to the undeniable harm caused by inflation. There have 
been instances in history where the pace of inflation has been allowed to 
accelerate so far out of control as to end in hyperinflation and virtually total 
breakdown of the functioning of the economy. There have been many more 
instances, however, of countries with varying and sometimes extremely high 
rates of inflation which have retained enough control of the process, and 
adapted to it successfully enough, to prevent such a breakdown. It is not 
necessary to believe that inflation leads inevitably to calamitous consequences in 
order to believe that it is nevertheless a matter for serious concern. 


Similarly, it is clear from what has been said above that phrases such as 
“inflation robs us all’? convey a misleading impression. One reason why inflation 
is unpopular is that many people regard any increase in their own money 
incomes simply as a suitable reward for their capacity and effort, while they 
regard any increase in prices as taking away some of their just deserts. With the 
obvious exception of those who have to live on fixed amounts, the money 
incomes of most people are inflated by the same process which raises their living 
costs, and in many cases the robbery is more apparent than real. 


While it is important to maintain a balanced perspective about the 
consequences of inflation, it is also important to be clear on what is involved. 
Discussions of inflation often become deeply entangled in questions of morality. 
One side argues that virtually any degree of unemployment is immoral, 
especially since it bears heavily on some of the most vulnerable members of the 
community. Others regard it as immoral to adopt inflationary policies which 
arbitrarily redistribute income and wealth, especially since some of those who 
suffer are also among the most vulnerable members of society. 
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Even if a resolution of these differing views is unlikely, it should at least be 
recognized that inflationary policies will only succeed in raising output and 
employment to the extent that people are misled about what is happening to the 
value of money. If governments were to commit themselves openly to following 
inflationary policies, they would risk losing the output and employment benefits 
sought. To obtain the maximum effect governments would have to pursue such 
policies while denying that they were doing so. There are many who would hold 
that such behavior is a normal requirement in many areas of public policy. 
Others take a different view. At the very least those who advocate inflationary 
policies should recognize that the issue exists. 


In our view, there are strong grounds for believing that attempts to keep 
economic systems operating flat out are likely to encounter increasing difficulty 
over time in coping with people’s ability to learn from their experience of 
inflation and to adapt their wage and price behavior accordingly. Over a period 
of years, there may well be little to show from such policies except the amount 
of inflation they have generated. 


In the Commission’s view, therefore, a high degree of skepticism is justified 
with respect to the alleged benefits which are said to be obtainable by learning 
to live with inflation. The case for accepting inflation sounds to us remarkably 
like a counsel of despair dressed up as a sophisticated long-term policy 
prescription. One can conceive of particular situations of such gravity that it 
might be the lesser of evils to risk making future inflation somewhat worse for a 
time in order to cope with immediate problems. As continuing policy, however, 
such an approach strikes the Commission as both short-sighted and futile. 
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OTHER POLICIES FOR 
REDUCING UNEMPLOYMENT 


We have argued above that attempts to rely on demand policies that generate 
substantial inflation to achieve and maintain minimum levels of unemployed 
manpower and other productive resources in Canada are likely to be frustrated 
in large measure over the longer run by the tendency of the public to adapt its 
wage and price behavior accordingly. This suggests that if it is to be sustainable, 
the level of economic activity must not put so much demand pressure on 
important sectors or regions of the economy as to bring about a significant 
escalation of increases in cost and price levels. We have already seen, however, 
that because of regional and other differences in unemployment rates, a decline 
in the seasonally-adjusted national unemployment rate into the 4% to five per 
cent range during the 1960s appears to have set the stage for a subsequent 
escalation of this kind. This is a high figure by international standards and much 
attention has understandably been given to policies which might reduce the level 
of unemployed resources at which rapid increases occur in costs and prices. We 
now turn to the question of what can be expected from these policies. 


When ways and means are being considered for reducing the level of 
unemployment at which price and cost increases become substantial, pride of 
place is usually given to manpower policy. This is understandable since dealing 
directly with specific imbalances in the labor market seems the most obvious 
way of achieving this objective. It is argued that if there are vacancies in 
Ontario and significant unemployment in Quebec and the Atlantic Provinces, 
then migration to Ontario will make possible continued expansion while 
reducing the unemployment rate in the less buoyant parts of the country. 
Similarly, if there are vacancies for skilled labor and applicants for employment 
who lack skills, then manpower training programs can fit the unemployed for 
the jobs which are available. If economic change renders some skills obsolete and 
opens up vacancies for those holding other skills, retraining programs can help in 
adapting the supply of labor more effectively to the new pattern of demand. 
More generally, the manpower authorities can improve the functioning of labor 
markets through the provision of information, counselling and the placement 
services of an employment agency. 


There was a time when the notion that the government should subsidize the 
operation of labor markets on a large scale would have seemed surprising. 
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Nevertheless, beginning with the national coordination of information and 
placement services several decades ago, the public has step by step accepted the 
view that governments should become deeply involved in providing a variety of 
manpower services including very substantial grants to what is in effect a 
large-scale adult education program. 


What is at issue here is not whether policies of this kind are or are not 
desirable, but rather what could reasonably be expected from them in raising the 
sustainable level of utilization of our manpower and other productive resources. 


To the extent that Canadian unemployment levels reflect the absence of 
effective placement services or lack of relevant skills rather than insufficient job 
opportunities, it should be possible to reduce them by providing improved 
information, counselling and placement assistance together with well-conceived 
training programs. We have already seen, however, that when national 
unemployment is in the critical range at which cost and price increases 
accelerate, it is typically the case that the level of unemployment in certain parts 
of the country — notably Ontario — is already low. Thus there would not appear 
to be great scope for reducing unemployment further in such regions through 
placement and training programs of this kind. In the less buoyant regions of the 
country, it appears that in both bad times and good there is a substantial overall 
surplus of applicants over vacancies for many categories of jobs. In principle 
more efficient job information and placement services could help reduce this 
imbalance. Only a limited part of this surplus of job-seekers, however, could be 
eliminated by training programs designed to impart skills for which there was an 
unfilled demand within these regions. 


Indeed it is difficult to see how substantial reductions in the sustainable 
national unemployment rate could be achieved without a successful attack on 
regional unemployment differentials, either through greater mobility of labor 
out of the less buoyant regions or the use of devices to stimulate the more rapid 
creations of jobs within these regions. The mobility solution is one with 
automatic appeal to those who live in the more buoyant parts of the country. 
Apart from those concerned with problems of over-crowding in such areas, they 
see it as a way of dealing with the problem which involves less cost to themselves 
and which is more in line with natural economic forces than attempts to 
subsidize the creation of jobs in the less buoyant regions. It is not surprising that 
this solution has much less appeal for those who would have to move, 
particularly if this involves a different language and cultural environment. Nor is 
the prospect attractive for those who would be left behind, with their families 
and friends scattered in other parts of the country and their communities smaller 
and less vigorous as a result. Thus even though wage differentials have persisted 
over many decades, the adjustments in manpower and other resources have not 
gone far enough to achieve more nearly balanced employment levels across the 
country. 


It is clear from the statistics on population movements, of course, that in fact 
/ regional migration and immigration have been the principal means by which 
partial adjustment to the differing rates of employment expansion in the various 


38 


regions of the country has taken place. It will remain true that many of those 
faced with poor prospects in their own areas will seek opportunities elsewhere. It 
is not surprising, however, that those with experience in the manpower field are 
acutely aware of the many obstacles to the success of any program of assisted 
migration from the less buoyant regions. 


Experience to date with the kinds of manpower policies referred to above is 
not inconsistent with the view that progress in lowering average unemployment 
rates by such means is unlikely to be rapid, but as yet one cannot speak with any 
certainty. While the information, counselling and placement functions have been 
carried out over an extended period there has been a considerable expansion of 
these activities in recent years. Given the slack demand conditions of 1970-71, it 
could be argued that we have not yet had an adequate chance to see what has 
been accomplished. 


Much the same is the case with the training programs. It is true that very large 
expenditures were made on improved training facilities earlier in the 1960s, but 
of the $1,300 million of current expenditure on training programs for adults 
from 1960-61 to 1971-72, $1,150 million have been spent since 1967-68. 
Moreover, within the last year a major program of on-the-job training has been 
undertaken, the results of which cannot be evaluated fully at this stage. Here 
again, the fact that recent unemployment rates have been well above the critical 
range at which cost and price increases accelerate makes it difficult to assess how 
far these programs may have contributed to lowering this threshold. 


Much the same can be said of programs to encourage labor mobility. When 
the general level of unemployment is high, job opportunities are relatively scarce 
even in the more buoyant regions and thus offer less encouragement to mobility. 
It is also evident that very littie use has been made of the government grants 
provided for this purpose under various programs. The first of these is a trainee 
travel grant designed to help offset the transportation costs facing enrolees in 
training programs. The second is an exploratory grant, the function of which is 
to expand the area within which people are able to look for work. Unemployed 
persons can be authorized by their Canada Manpower counsellors to receive an 
exploratory grant including a temporary living allowance for the family. The 
third category of assistance consists of relocation grants available to those who 
have already found work in other areas and who apply for aid in meeting 
resettlement expenses. These include transportation and moving expenses for the 
worker and his family, a re-establishment allowance and a home owner’s 
allowance. In 1971-72 less than 1,500 persons received assistance for relocating 
in other regions, with around 700 from the Atlantic Provinces and Quebec out of 
a labor force in these provinces totalling just over 3,000,000. 


In summary, some forms of manpower policy such as the training programs 
have substantial economic and social effects, but it remains questionable 
whether they can be expected to do a great deal to. reduce the critical range of 
national unemployment at which inflationary problems arise. Others, such as 
measures to encourage labor mobility, could contribute to a better matching of 
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job vacancies and job-seekers within — and to some extent among — regions, but 
there are obvious limits to their widespread use by the public. 


Another approach for dealing with regional unemployment differentials is the 
regional economic expansion program, which in general subsidizes the bringing 
of jobs to workers in the less buoyant parts of the country rather than 
attempting to subsidize the movement of workers to jobs. As in the case of 
manpower training, this program has only been operating on a major scale for a 
limited period and it is too early to reach conclusions on what it might 
accomplish in reducing these differentials. It is being more widely recognized, 
however, that the problem is a deep-seated one which will not yield easily to this 
or other techniques. Moreover, as with all programs involving a transfer of 
resources from one group or one region to another there are constraints on how 
far they can be carried. 


Similar constraints operate in the area of selective demand policies. This 
policy approach aims at stimulating demand in particular regions or industries 
which are operating well short of capacity, while avoiding bringing excess 
demand pressure to bear on regions or industries where little slack exists. 
Experimentation along these lines has been a feature of recent budgetary policy 
in Canada, and also to some extent of government lending programs. 


In addition to the regional dimension of the problem there is also obvious 
scope for a similar approach in stabilizing demand over time in particularly 
volatile industries. The construction industry is a notable example. Wide 
variations in the level of activity and employment in this industry have led to 
frequent suggestions for evening out the flow of construction work. Over the 
course of the last three years the Commission has been involved in a variety of 
consultations with employers, employees and clients of the construction 
industry. Among other steps taken it has helped to initiate action on a program 
to improve the flow of information on the future construction plans of 
governments and other clients of the industry. It is evident, of course, that 
better information is only a first step towards more advanced and coordinated 
planning of construction activity and employment. Here again the magnitude of 
the technical and other difficulties to be overcome should not be underrated. 


Some economic policies and institutional influences work in the direction of 
increasing unemployment. Mention has already been made in an earlier section 
of the strong social and institutional forces which have long resisted any 
widening of regional wage differentials, and indeed worked to narrow them if 
possible. Measures which make unemployment less unattractive, such as more 
generous unemployment insurance benefits and welfare payments for those who 
are fit and able to work, can also be expected to influence unemployment in an 
upward direction. The same is true of significant increases in legal minimum 
wages. The impact of such increases is often assessed solely in terms of the direct 
employment effects on those currently employed at the minimum wage. What is 
often not recognized is that if the increases in the minimum wage are large 
enough to have an effect on a significant part of the wage structure (including 
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the wages of those above the minimum) this will tend to reduce the opening up 
of new employment opportunities for those in the categories affected. 


The policy measures discussed earlier in this section affect the average level of 
unemployment mainly through their impact on the functioning of the labor 
market. Suggestions are often forthcoming for changes in supply policies of a 
much broader nature, such as reductions in tariffs, the removal of governmental 
price supports, or more generally the application of competition policy to 
reduce the degree of monopoly in markets for goods and services generally. 
Similar proposals affecting the labor market include the easing of restrictions on 
entry into various occupations and legislative changes to reduce the power of 
unions. 


Proposals of this kind can represent either or both of two strands of thought. 
Those who lean towards a market power explanation of inflation see 
corporations, unions and other monopolistic groups as playing a crucial role, and 
look for a long-term solution in attacking the sources of power of these 
organizations. Others simply maintain that any major reductions in market 
power achieved through the introduction of more effective domestic or foreign 
competition in particular sectors of the economy will have a useful once-for-all 
downward effect on prices in these sectors. 


Clearly the expected benefits from changes of this kind appear much greater 
to those who lean towards a market power interpretation of inflation than to 
those who do not. If they are substantial enough and well timed, however, such 
measures can have the effect of holding down or reducing some prices during a 
period of general price increase. It is hardly necessary to point out that the most 
powerful resistance can be expected from the groups adversely affected, and for 
this reason examples have been rare. The advancement of the tariff reductions 
negotiated in the “Kennedy Round” is one of the few cases in which this policy 
approach has been used. 


We have now mentioned a number of measures which might help reduce the 
critical range of national unemployment at which cost and price increases have 
tended to accelerate. A large part of the discussion has been devoted to policies 
concerned with regional unemployment differentials, since the relatively high 
unemployment rates typically found in the less buoyant regions of the country 
are not only in themselves a major source of concern, but largely account for 
Canada’s high national average unemployment rate. 


As was pointed out earlier in this report, however, the regional dimensions of 
unemployment in Canada are not its only aspect. For example, it has frequently 
been suggested that part of the explanation for regional unemployment 
differentials lies in varying attitudes to life and work, reflected in some parts of 
the country in a more casual approach to regular employment and a greater 
willingness to rely on unemployment insurance or welfare. Such attitudes, 
however, are not confined to the less buoyant regions. The regularly-employed 
worker chained to his plant or office has often envied those who live a less 
directed life. Among many young and not-so-young people today, questioning 
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the virtues of “economic success” has been elevated to the status of a 
philosophical approach. To the extent that skepticism about the work ethic 
exists, whether in the less buoyant or in the more buoyant parts of the country, 
it may be reflected in the unemployment numbers. 


Insofar as the regional differentials in unemployment rates are not so much 
“voluntary” as the result of institutional arrangements and policies, then either 
the unemployment must be accepted or the institutions and policies changed. 
Since some of the obstacles to high employment in these regions are very deeply 
ingrained in the economic and social framework of the nation, changing them is 
extremely difficult. A fundamental solution may well be impossible without 
initiatives and strong support from the people of the less buoyant regions 
themselves. Thus, for example, it used to be thought that it was the help of 
richer nations which would determine the fate of the less developed countries of 
the world. As experience has accumulated it has become increasingly evident 
that in most cases success or failure is largely dependent on the efforts of the 
population of the less developed countries themselves. 


In the last year or so other ways of resolving the unemployment-inflation 
dilemma have been suggested, some of them of a much more direct and simple 
character than those discussed above. Training programs reduce unemployment 
directly, while the Local Initiatives and Opportunities for Youth programs move 
governments in the direction of becoming society’s residual employer. It is true, 
of course, that the effect of such programs in lowering unemployment is reduced 
to the extent that additional workers are drawn into the labor force. It will also 
be apparent that as the general level of employment rises the need for such 
programs’ in the more buoyant parts of the country will diminish, and care will 
be required to avoid adding to the degree of tightness in these labor markets. 


In summary, there are many approaches available which could have the effect 
of reducing the range of national unemployment at which cost and price 
increases have recently tended to accelerate, but the intractability of some 
aspects of the problem, particularly that of regional unemployment differentials, 
is often under-estimated. At the same time other influences, both public and 
private, tend to maintain or raise the level of unemployment at which 
inflationary difficulties may arise. A realistic approach which recognizes the 
difficulties involved and the hard choices which must be made offers the best 
hope of tangible results. But whatever is accomplished along these lines, it will 
still remain the case that an over-optimistic view of the extent to which the 
critical range of unemployment has been reduced will lead to policies which risk 
increasingly severe inflation. 
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CAN DEMAND POLICIES 
ALONE DO THE JOB? 


We now have looked at two of the policy choices for resolving the apparent 
dilemma between low unemployment and reasonable price stability over the 
longer run. We have concluded that the acceptance of more rapid inflation than 
in the past would provide at best only a temporary postponement of our 
difficulties. We have also pointed out some of the obstacles to using supply and 
selective demand policies to reduce the national average rate of unemployment 
at which cost and price problems have arisen. Thus we are left with two policy 
instruments, general demand management and incomes policy, for attempting to 
achieve on a continuing basis the highest level of economic activity consistent 
with the avoidance of inflation. 


The issue to be settled here is whether or not general demand management 
needs to be supplemented by incomes policy. There is little disagreement that 
demand management must continue to play a central role, and that any attempt 
to use incomes policy without careful coordination with demand policy would 
lead to failure. There are those who believe, however, that demand policy alone 
can do the job, providing the authorities adopt the appropriate rules of behavior. 


This position is argued along the following lines. First of all, it is denied that 
there is any significant “trade-off” between unemployment and inflation over 
the long run. The “trade-off” is seen as essentially a short-run phenomenon 
which arises in an economic environment of instability in the rate of expansion 
of money demand. Changes in the degree of demand pressure on productive 
capacity have an immediate — though temporary — impact on output and 
employment levels because of the delayed response of costs and prices to such 
changes. In spite of these short-run delays, however, there is every reason to 
believe that the trend of costs and prices does in fact adjust eventually to the 
trend of money demand. 


Thus if the growth of money demand is kept reasonably steady, output and 
employment growth will tend to stabilize around equilibrium rates determined 
by the basic forces of capital accumulation, labor force growth and underlying 
productivity improvement. The rate of change in the price level will tend to 
reflect the difference between the growth rate of money demand and the growth 
rate of capacity output; it too will tend to stabilize around some reasonably 
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steady rate. This assumes that the effects of a differing rate of inflation in the 
outside world are offset through accommodating movements in the level of a 
flexible exchange rate. 


According to this argument, the average level of unemployment that emerges 
will reflect the institutional and other characteristics of labor and product 
markets, not any deficiency of demand. It can be reduced over time if these 
markets can be made to function more efficiently, but not by demand policies. 


It follows from this view of how the economy works that attempts to use 
demand management alone to keep the rate of output up to some unrealistically 
high level of potential output, or the level of unemployment down to some 
unrealistically low target figure, are doomed to failure over the longer run. In the 
short run, the economy can be thrown into temporary disequilibrium by 
speeding up the rate of demand expansion, and this will result in temporary 
deviations of unemployment below its normal range while costs and prices are 
adjusting. Unless the rate of demand expansion can be made to outrun the 
process of cost and price adjustment indefinitely, however, any employment 
gains achieved in this way will sooner or later be cancelled out by more rapid 
inflation. 


The above analysis suggests that the overriding objective of demand 
management should be to reduce the instability of demand growth by keeping it 
at a rate which is not far out of line with the trend rate of growth in productive 
capacity. Over time, it may be possible to reduce the average level of 
unemployment consistent with stable demand growth, but this will depend on 
the scope for structural policies aimed at improving the efficiency with which 
labor and product markets function. 


There is much to be said for this type of analysis and policy prescription, but 
as a practical matter stabilizing the rate of demand expansion is more easily said 
than done. 


There are both technical and other difficulties in achieving this result. 
Although demand instability can be seen to arise in part from sudden or 
substantial changes in the posture of fiscal, monetary or exchange policies, this is 
by no means the entire story. Major changes in the level of demand abroad or in 
the international economic policies of our trading partners, sharp or perverse 
movements in the exchange rate, upsets in financial markets, military conflicts, 
industrial strife or social disturbances—these and a wide range of similar 
developments equally difficult to foresee are bound to continue to have an 
impact—and at times a major impact—on the level of demand. 


Thus demand management must be conducted on the basis of economic 
forecasts, the reliable time horizon of which is uncomfortably short even in the 
best of circumstances. It must also be based on underlying economic analysis 
which is inevitably subject to a considerable margin of uncertainty. There are 
many reasons for this, including not only the inadequacies of existing theory and 
data but also the difficulty of predicting how the public’s learning processes and 
changing institutional arrangements will affect past patterns of economic 
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behavior. Thus unresolved controversies continue concerning the relative 
importance of monetary and fiscal measures, the timing and magnitude of their 
effects, the consequences of alternative exchange rate policies and a host of 
lesser questions. Additions to our knowledge should permit improvement on the 
degree of demand instability experienced in the past, but it would be unrealistic 
to underrate the purely technical difficulties to be overcome. 


It should also be obvious that keeping demand growth steady is unlikely to be 
an entirely tenable policy in the face of public demands for action to deal with 
pressing short-run problems. Practitioners of demand management are acutely 
aware of the lags in the response of the economy to changes in general economic 
policy but this is not yet part of the thinking of the broader public. There is, 
therefore, continuing pressure to use today’s policies to deal with today’s 
difficulties, rather than with the problems which are likely to exist as much as a 
year or more hence when some of the main effects of today’s policies will be 
felt. 


Some historical perspective on the problem may be gained by considering 
under what conditions it might have been possible for economic policy to have 
avoided the demand overshoot of the mid-1960s. 


It has been argued in this report that it was mainly because the expansion of 
ageregate demand in the economy was allowed to become too strong for too 
long that average price and wage levels in Canada began rising at a noticeably 
faster pace in 1965-66. In retrospect, it looks as though the recovery of output 
and employment in Canada had reduced the margin of excess capacity and 
unemployment in the economy close to normal levels by mid-1964. From this 
point on it would seem to have required an average rate of growth of money 
demand no higher than, say, seven or eight per cent a year to keep pace with the 
trend rate of growth of the labor force and national productivity without any 
significant acceleration of the gradually rising trend of prices. Instead aggregate 
demand rose by more than 10 per cent annually over the next three years. 


It must be recognized, however, that in 1964 when the groundwork was being 
laid for the subsequent outburst of inflation, it was widely believed that Canada 
still had a long way to go in emerging from the severe and protracted recession 
of the previous years and that further strong measures to expand demand 
continued to be required. In the circumstances of the time there would have 
been negligible public support for—and widespread opposition to—the view that 
the time had already come for a more cautious approach to demand expansion. 
To have assumed that an unemployment rate only a little below five per cent of 
the labor force was about the lowest under which the economy would be able to 
operate without generating more rapid price and cost increases would have 
seemed to many a premature and unduly pessimistic judgment on which to act. 


The belief that price, wage and employment trends in Canada could diverge 
progressively from those in the United States would have been received with 
considerable skepticism, and many would have regarded such a course of action 
as undesirable even if it were feasible. In all likelihood an early return would 
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have been required to the floating exchange rate for the Canadian dollar, a 
system which had only recently been abandoned in favor of a fixed parity. For 
many firms selling exports in the U.S. market or competing with imports, the 
marked decline in the exchange rate over the period 1961-62 had sharply 
improved the profitability of their operations and opened up many possibilities 
for entry into new market areas. Yet if the Canadian economy were to have been 
insulated from the strong inflationary pressures which developed later in the 
United States, this would seem to have required general acceptance of a renewed 
appreciation of the Canadian dollar at an early stage. It would also have required 
continuing public support for policies which would have kept Canadian 
unemployment at normal levels during the period 1966-69, while US. 
unemployment declined temporarily to unusually low levels as the outburst of 
serious inflation in that country gathered momentum. 


By late 1968, when severe inflation had already gripped the economy for 
some time and had become entrenched in people’s expectations and behavior, no 
conceivable way of managing demand remained open to the authorities for 
which public understanding or approval could be expected. They could have 
tried to stabilize the expansion of money demand at a rate high enough to 
minimize any temporary rise in unemployment, but this would have meant the 
passive acceptance of the escalated rate of inflation which had emerged since 
1966 as a new minimum. The alternative was to try to stabilize the growth of 
demand at a rate low enough to restore eventually the degree of price stability 
experienced in the past, even though this meant risking a period of uncom- 
fortably high unemployment. The ensuing slowdown in economic activity in 
Canada led to much public concern, even though its adverse impact on output 
growth and on the national unemployment rate (particularly the rate for adult 
males) was less severe than in the recession of 1960-61. 


Keeping a steady hand on the rate of demand expansion is not, in fact, very 
helpful advice in situations where the economy is in serious disequilibrium rather 
than already moving along some equilibrium growth track. 


On any realistic view of the matter, it would seem unwise to pin great hopes 
on what might be achieved towards resolving the inflation-unemployment 
dilemma over the next few years solely through efforts to reduce the instability 
of demand. This is not to deny that we should be able to improve considerably 
on our past record of demand instability, or that such improvement offers the 
best available hope of resolving the problem over the longer run. For some time 
to come, however, it seems unlikely that we shall be able to avoid occasional 
overshoots or undershoots of demand, with all the short-run problems they 
present. 
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CAN INCOMES POLICY HELP? 


Does the above discussion of the main policy options available for dealing 
with Canadian employment and price stability problems over the longer term 
suggest the need for some form of incomes policy? 


Throughout we have stressed the need for realism about the technical and 
other obstacles to rapid improvement in the performance of the existing range of 
economic policies. A corresponding degree of realism is clearly required in 
assessing the potential usefulness of some form of incomes policy, particularly 
since many supporters of direct intervention in wage and price decisions 
under-estimate the difficulties of applying such a policy and over-estimate the 
results which might be achieved. 


Although incomes policies come in all shapes and sizes, their common feature 
is an attempt to check the pace of inflation directly by influencing decisions to 
raise prices, wage rates, other costs and profit margins. The means invoked range 
all the way from attempts at persuasion to agreed arrangements supported by 
informal governmental pressures to mandatory controls backed by legal 
sanctions. Such programs may be very comprehensive in scope or highly 
selective; they may involve a total freeze of prices and compensation levels or 
mild restraints on increases; they may be temporary or conducted within a 
framework of continuing institutional arrangements. 


If the root of the inflation-unemployment dilemma lay in the ability of 
powerful unions and corporations to keep pushing up costs and prices 
indefinitely, regardless of demand conditions, there would seem to be a strong 
case for permanent wage and price controls. It is sometimes thought that such a 
belief provides the only possible basis for giving serious consideration to 
controls. 


This is not our view. The Commission’s analysis of the causes of recent 
Canadian inflation identified a number of areas in which changes in the degree or 
use of monopoly power had had significant effects, but in general we did not 
find this view of the nature of the basic problem convincing. 


We do see serious difficulties, however, in trying to extricate the economy 
from a major inflationary outbreak originally generated by an overshoot of 
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demand but persisting stubbornly because of widely held inflationary expecta- 
tions and response lags. To be successful, an attempt to rely on demand restraint 
alone to restore reasonable price stability in such circumstances may well require 
the acceptance of abnormally high unemployment over an extended period. 


It is in a situation of this kind that our analysis suggests a potentially useful 
role for a temporary program of controls. In conjunction with demand policies 
aimed at creating and maintaining a more stable demand environment, 
temporary resort to controls would seem to offer a means of bringing cost and 
price increases more promptly and reliably into line with the change in demand 
conditions, thereby speeding up the process of adjustment and reducing the 
transitional loss of jobs and output in bringing inflation under control. Even so, 
the process is unlikely to be quick or easy, and the results will not be lasting 
unless inflationary expectations can be changed. 


Two essential conditions must be satisfied for a temporary control program 
of this kind to work effectively and then to be phased out with minimum risk of 
a renewed outbreak of inflation. First, the public must be convinced that such 
measures are necessary and that there exists on the part of governments a strong 
determination to make them operate as effectively and equitably as possible. 
Second, governments must be prepared to demonstrate a resolve and ability to 
maintain relatively stable prices and costs over a sufficiently long time span, 
embracing not only the control period but also its aftermath, to convince the 
public that inflationary expectations and patterns of behavior are no longer 
justified. 


Unless demand is maintained at levels consistent with these objectives, then 
either the control system will prove unworkable or its removal will lead to 
renewed inflation. Given the uncertainties and lags in the response of market 
demand to changes in demand management, this will not be easy to do. 
European experience suggests, however, that if the control system breaks down 
or wages and prices rise rapidly following the end of the program, it will become 
difficult or impossible to enlist support for the use of incomes policy in the 
future. 


It is our view, therefore, that temporary price and income controls should 
only be used as part of a longer-run policy aimed at maintaining underlying 
demand conditions both during and after the control period consistent with the 
target rates of increase in average price and income levels. 


We begin by describing in very broad terms the essential characteristics of a 
full-fledged control system. After examining how difficult it is likely to be to 
accomplish significant and lasting results even with this most powerful form of 
restraint program, we turn to the suggestions which have been made for more 
limited and looser types of incomes policy. 


The control program undertaken in the United States during the last year 
illustrates the general nature of such a system. The underlying rationale for this 
program appeared in the Economic Report of the President transmitted to the 
Congress in January 1972: 
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“The basic premise of the price-wage control system is that the 
inflation of 1970 and 1971 was the result of expectations, contracts, and 
patterns of behavior built up during the earlier period, beginning in 1965, 
when there was an inflationary excess of demand. Since there is no longer 
an excess of demand, the rate of inflation will subside permanently when 
this residue of the previous excess is removed. The purpose of the control 
system is to give the country a period of enforced stability in which 
expectations, contracts, and behavior will become adapted to the fact that 
rapid inflation is no longer the prospective condition of American life. 
When that happens controls can be eliminated.” 


Given the extent to which the U.S. program has been modified since its 
inception, any detailed description can quickly become dated. The general 
nature of the system can, however, be sketched out in the following terms. One 
central feature is a general 5% per cent limit on wage and salary increases 
applicable to all employees on a uniform basis, with certain exceptions provided 
largely at the discretion of the control authority. There are those who argue that 
such a uniform limit is too rigid and that flexibility should be permitted to allow 
for differential rates of productivity growth among industries. There are two 
reasons for rejecting this approach. First, it conflicts with the basic economic 
mechanism through which productivity gains tend to be diffused throughout the 
whole economy rather than being reflected in lasting divergences in relative wage 
levels between industries with high rates of productivity increase and industries 
with low ones. Second, it would encounter strong resistance from those 
employees who justifiably felt that they had been unfairly treated. 


While wage and salary control systems which have lacked a uniform rule have 
encountered serious difficulties, most control schemes provide for certain 
exceptions. In particular, decisions have to be taken about how to treat future 
increases already included in existing long-term contracts. Similarly, various 
special cases have to be dealt with, such as those where employers cannot obtain 
enough workers at existing wage rates. Thus, certain exceptions are essential, but 
some programs have been rendered ineffective through the multiplication of 
provisions for handling special cases. 


The parallel price control system adopted by the United States is one of 
various possible schemes which could be used as part of an overall program. Price 
control systems of this kind impose limits on the extent to which prices can be 
raised by requiring that such increases do not raise profit margins. Under the 
system in force in the United States, a firm cannot increase prices unless it can 
show that cost increases will lower its margin of profit below the level prevailing 
at the outset of the program and below the level of the base period, ie., the 
highest average margin realized in any two of the firm’s last three fiscal years. In 
short, firms must satisfy a double test in order to raise prices. They are allowed 
to do so only to the extent necessary to maintain the lower of their profit 
margin immediately prior to controls or their margin in the base period. On the 
other hand, firms which do not increase prices have their profit margins 
subjected to control only under special circumstances. 
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Most control schemes, including that in force in the United States, contain 
provisions for limiting increases in rents, professional fees, and other kinds of 
prices and incomes. For example, the American system of rent control sets a 
limit of 2% per cent for annual increases in rents over a wide range of residential 
housing accommodation, and provides that additional increases can be made 
only if required to meet tax increases or, within limits, to compensate for new 
major capital improvements. Special arrangements have been made to limit 
increases in medical fees and other health costs, some interest rates, dividends, 
and the fees and charges of state and local governments. 


The U.S. price and income control system has much in common with 
programs of the same general character which have been introduced in other 
countries. Indeed, the kind of price and income restraint program which the 
Prices and Incomes Commission’ was discussing with management, labor and 
government representatives in 1969 was, with certain exceptions, broadly similar 
in its general approach. The discussions were broken off well before any 
agreement had been reached even in principle — let alone on details — but all the 
main elements of such a plan were actively examined, including an upper limit 
on wage and salary increases, a limit on price increases, control over rents, ways 
of limiting increases in other incomes, and means of ensuring compliance. When 
it became necessary to proceed with a much more limited program in early 
1970, the National Conference on Price Stability adopted price restraint criteria 
which required firms to ensure that the revenue gains derived from price 
increases were limited to amounts clearly less than the increases in costs that the 
firms were experiencing. 


There was, of course, a striking difference between the situation in which the 
U.S. control program was launched and the conditions under which a similar 
initiative was attempted in Canada. In the United States not only had efforts to 
deal with inflation through reliance on demand policy alone proved very 
discouraging, but the country was faced with an international financial crisis as 
well. Moreover, the fact that the Congress had earlier passed enabling legislation 
for the imposition of controls made it possible for the President to act with the 
full force of the law from the outset. Once a temporary freeze had been imposed 
it was then possible for the government to initiate concrete and pointed 
discussions with the major interest groups on the shape of the controls to follow 
the freeze. 


Rightly or wrongly there were very few people in responsible positions in 
Canada in 1969 who thought that conditions had reached the stage where 
legislation providing for a mandatory price and wage control system would be 
justified. On the other hand, those who took part in exploratory discussions of 
the so-called ‘“‘voluntary” program in 1969 had few illusions that any effective 
system of restraint could be devised without the need for substantial backing by 
governments, whether by way of regulations, fiscal devices or more informal 
methods of persuasion. 


The decision to go ahead on a more limited basis with a price restraint 
program led to some positive results, including a modest contribution to the very 
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striking price performance of 1970. It was recognized from the outset, however, 
that unless an effective way could be found for limiting wage and salary 
increases, any moderation of the rise in the price level was likely to be limited 
and temporary. A proposed upper limit of six per cent for annual wage and 
salary increases, with provision for exceptions, was put forward unilaterally in 
June 1970. This suggestion was strongly opposed by employee groups and did 
not gain the degree of general support from the public and governments which 
was necessary if it were to have much impact. After the formal restraint program 
terminated at the end of 1970, a common view was that although the six per 
cent upper limit may have had some positive effect in reducing wage and salary 
increases, any such effect had been quite small. 


In retrospect it seems clear that the attempt to arrive at an agreed restraint 
program acceptable to the major interest groups prior to any legislation for this 
purpose placed a heavy responsibility on the participants in the discussions. This 
was particularly the case with the union representatives. As subsequent events in 
the United States have shown, even when legislation is available to be used if 
necessary, it is very difficult to develop a control system which is both effective 
and broadly acceptable to employee groups. In an environment in which 
supporting governmental action would have had to be forthcoming from a 
number of governments, and when the absence of any experience with incomes 
policy left doubts about the effectiveness of commitments from business, the 
problem was doubly difficult for union members. Under other more favorable 
conditions, and with the practical experience gained both in Canada and the 
United States in conducting an incomes policy, the prospects for a measure of 
cooperation among private groups in fashioning an effective control system may 
be considerably more promising. It goes without saying, of course, that a 
recognition of the seriousness of the problem on the part of provincial 
governments, together with their active support for the measures required to 
deal with it, would make a major contribution to the chances of success of such 
a program. 


It remains true that the Government of Canada has principal responsibility 
for the management of the economy, and on May 21, 1971, the Acting Prime 
Minister, The Honourable Mitchell Sharp, gave the following answer to a 
question on whether the federal government had the constitutional power to 
act: “It is our view, and this is why we have been looking at the possible options 
for enforcing mandatory price and wage controls if it becomes necessary, that 
under the circumstances then existing we would have that authority.” (Hansard 
p. 6031) 


It might be asked why opposition to price and income restraint programs has 
been so strong in North America and elsewhere. Programs of this kind are 
designed to curb inflation with less severe and prolonged adverse effects on 
employment and output than would be possible if reliance were placed on 
demand management alone. For the community as a whole there are important 
economic benefits to be had. Why then so much opposition? 
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One source of resistance is from those who fear that their real income gains 
will not be as large as they might have been otherwise. For some, this concern is 
justified. For many others it is not, since they stand to gain from lower living 
costs what they give up in money income increases. When reinforced by mutual 
suspicion that others in the community are in a position to “beat the system’, 
however, fears of this kind make it easy for opponents of controls to build a case 
that the coverage or effectiveness of any particular restraint program is 
inadequate. 


Opposition based on justified or unjustified fears of adverse effects on 
individual real incomes finds ready support among those who raise objections on 
grounds of principle. 


The first and most general of these objections is that a control program would 
infringe on individual, social and political freedom. The Commission shares the 
natural reaction of most people in a liberal democratic society to bureaucratic 
interference with individual freedom and the use of coercion to make behavior 
conform to imposed norms. This needs to be taken into account as one of the 
costs of any temporary program of controls. 


A second source of opposition is based on the ideas and interests which have 
gathered over the last three or four decades around the institutions of free 
collective bargaining. Any direct interference in this process has the appearance 
of crude intervention in a complex and delicate network of relations with 
resulting adverse social and economic effects. It is not surprising that many of 
those with special knowledge and experience in this area resist any general form 
of price and income restraint with great vigor, and it is only when the view 
becomes widespread that the alternatives may be worse that some at least are 
prepared to accept a substantial interference with the free collective bargaining 
process. 


Finally, there are those who have a strong belief in the virtues of private 
enterprise. This is partly the reaction of members of a particular economic group 
to being subjected to governmental interference in their affairs and partly a 
concern about the economic costs involved. Study of economic theory and 
analysis of the operation of a wide variety of economies over an extended period 
leave many with the view that there was much merit in Adam Smith’s 
injunction of two centuries ago: 


“The statesman, who should attempt to direct private people in what 
manner they ought to employ their capitals, would not only load himself 
with a most unnecessary attention, but assume an authority which could 
safely be trusted, not only to no single person, but to no council or senate 
whatever, and which would nowhere be so dangerous as in the hands of a 
man who had folly and presumption enough to fancy himself fit to 
exercise it.”’ 


Anyone with sympathy for this point of view would have the gravest 
reservations about a system of controls which had an air of permanence about it. 
It is less clear that a temporary program which builds on existing market 
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conditions and merely sets limits on the degree of short-run response to market 
forces is open to so heavy a charge. There are bound to be economic costs arising 
from some distortion of market processes, the burdens of compliance and in 
some cases the blunting of incentives. In a temporary program, however, such 
costs may be fairly low and must be weighed against the alternative costs of 
continuing inflation and unemployment. 


Nevertheless, the use of controls is undoubtedly open to many objections both 
on ideological and practical grounds. Thus it is not surprising that many people find 
it hard to accept the possibility that controls may, nevertheless, be the least 
undesirable of the alternatives open to us. 


Since a number of other studies of the problem have avoided being driven to 
this conclusion, it may be helpful to examine the general position taken in one 
of them, the recent Report of the Senate Committee on National Finance, 
entitled Growth, Employment and Price Stability. There is much in this Report 
which parallels the Commission’s findings, including the Senate Committee’s 
view that expectations and lags provide most of the explanation for our recent 
difficulties. How is it then that the Committee was able to reach such a negative 
conclusion on the use of controls, which in its view should be limited to a 
situation in which the United States continued to employ “more and more 
stringent wage and price controls over an extended period of time’”? 


As already stated, one way of resolving the unemployment-inflation dilemma 
temporarily is to opt for inflation. Although the Senate Committee was prepared 
to accept as a target an annual rate of increase in the Consumer Price Index of 
two to three per cent — a rate somewhat higher than the traditional objective — 
and although its analysis suggests that some significant long-run gains in 
employment can be had from continuing inflation, taken as a whole its Report 
rejects an inflationary solution. 


A second alternative considered by the Committee was to accept a less 
ambitious view than that widely held by the public concerning the level of 
unemployment which can be maintained without inflation. The Committee 
adopted this position. While arguing that the Economic Council’s objective of a 
three per cent national unemployment rate was a valid goal for the longer term, 
the Committee recommended | an unemployment. rate of four to 4% per cent as 


Z ——__ 


an interim target more appropriate to the present situation of the Canadian 
economy. This recognition of the need for greater realism about the level of 
unemployment consistent with economic stability helps to explain how the 
Committee was able to conclude that resort to controls might be escaped. 


It is in connection with the Committee’s discussion of the possible 
contribution of supply policies and demand management that difficult questions 
arise. Its Report expresses various criticisms of the way in which these policies 
have been used in the past and makes a number of suggestions for improvement. 
No doubt debate will continue on how these policies can be made more 
effective, and opinions will differ on the extent to which the Committee’s 
suggestions are either feasible or would in fact contribute to this end. Whatever 
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the outcome of that debate, a practical question arises as to how enough 
progress is to be made along such lines in the near future to deal with our 
emerging problems. It is, of course, part of the Committee’s position that the 
war against inflation is a long one, but it does not explain how the immediate 
battles are to be fought while longer-term strategies are being worked out and 
progressively implemented. 


When the Prices and Incomes Commission appeared before the Senate 
Committee, a question was asked about what was to be done if both 
unemployment and controls were unacceptable methods of controlling inflation. 
The reply was as follows: “The public of this country are going to have to 
understand how narrow the choices are and how difficult the problem is”. It is 
our view that the Committee’s negative conclusion on the use of controls 
resulted from a failure to recognize how narrow the choices may have become. 


If such a policy is attempted, is it important that it be applied only at a time 
and in a way which offers a high probability of success? The answer to this 
appears to be yes. Those who have played a role in the application of prices 
and incomes policies in other countries sometimes argue that while their 
attempts may not have been successful, it is possible to learn from one’s 
mistakes and do better next time. This assumes, however, that the public will 
not respond to repeated failure by rejecting incomes policies entirely. 


This possibility does not arise in the case of demand management. Like it or 
not, governments must tax, spend and manage the supply of money, and 
therefore cannot avoid having demand policies even if the actions taken are 
based on inflexible, self-imposed rules. Having an incomes policy, however, is a 
matter of choice. A case can be made, therefore, that on a longer view it would 
be self-defeating to put together another prices and incomes restraint program 
unless it has a high probability of success. 


This suggests the need for caution in following suggestions for more limited 
forms of intervention in prices and incomes decisions. At one stage in the spring 
of 1970 the Commission went some distance in exploring the possibility of using 
tax disincentives as a means of limiting increases in money incomes, since the 
prospects for obtaining effective enforcement of guidelines in this area by other 
techniques remained in doubt. Means were studied whereby increases beyond 
stipulated percentages both in annual rates of employment income and in 
personal incomes derived from other sources would be subject to a graduated 
special withholding tax refundable only at some future date. The larger the 
increase in money income beyond this percentage, the larger the amount of this 
income currently withheld as refundable tax. 


If a workable and effective tax device along these lines could have been 
devised, it offered the hope that the desired scaling down of the size of increases 
in wages, salaries and other money incomes could be achieved without detailed 
intervention in the collective bargaining process or in other aspects of income 
determination. In the end, however, the conclusion was reached that it was 
extremely difficult to devise a system along these lines which was sufficiently 
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equitable, administratively workable and reasonably certain to produce the 
desired effects on private behavior. 


Other proposals have been made which are much more limited in scope. It is 
sometimes suggested that particular cases of large and unjustified increases in 
prices or income levels should be selected for public attention, but it is not clear 
what standard should be applied to reach decisions on such cases. Similarly, it is 
not made clear how it would be possible, even if there were such a standard, to 
defend its use in passing judgment on some cases while ignoring a host of others. 
Finally, the question arises whether the glare of publicity is really, as some still 
appear to feel, a sufficiently strong weapon to serve as an effective deterrent in 
matters of this kind. 


The Commission has always held the view that the place of “‘voluntarism”’ in 
a price and income restraint program should be largely restricted to agreement 
on the criteria to be followed, and that when it comes to applying criteria a 
means of enforcement is required. When, however, it became apparent that the 
price restraint program agreed to in February 1970 was unlikely to survive 
without some action being taken on wages and salaries, and when it became clear 
that for a variety of reasons it was not possible to use the tax system to provide 
an enforcement mechanism, resort was had to a unilaterally announced upper 
limit of six per cent for annual wage and salary increases and efforts were made 
to enlist the support of governments and the public. The limited success we had 
in obtaining support rendered this effort largely ineffective but incidentally 
provided a practical demonstration of what it is like to try to apply criteria 
unsupported by any effective means of enforcement”. 


Repeated attempts to apply an incomes policy without sanctions are unlikely 
to accomplish much, and indeed may well be counter-productive if they bring 
the whole policy approach into disrepute. In short, while there may be some 
case for further experimentation with more limited forms of incomes policy, this 
is an area where half measures may be worse than no measures at all. 


It may be that before long the march of events will bring Canadians to the 
view that serious consideration should be given to a temporary program of 
controls. With this in mind, it has been the Commission’s view that a group 
should be retained within the government to continue work on these issues. On 
April 27, 1972, the Prime Minister announced the establishment of such a group 
to carry on the work of contingency planning, to complete the publication of 
the Commission’s studies and to continue research on the role of prices and 
incomes policy in dealing with inflation. 


This completes our summary of the analysis we have made of recent Canadian 
inflation and of the broad policy choices open to us. Our analysis of the causes 


*Having been exposed to this demonstration, those who still advocate the use of incomes 
policy without any sanctions are not unlike the Scottish fisherman who asked his friend 
Jock to throw over the anchor to stop their boat from drifting on the rocks. “But Angus,” 
said Jock, ‘don’t you remember? The rope is broken. ” “Aye,” said Angus, ‘‘but throw it 
over anyway. It may slow us down a bit.” 
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and processes of inflation is more optimistic than some. On the other hand, our 
appraisal of the range of available policy alternatives does not lead to optimistic 
conclusions. A healthy sense of realism need not, however, lead either to 
fatalism or cynicism. In spite of the events of recent years, a return to something 
like the degree of price stability experienced in Canada in the past is still within 
our reach, and we have more chance than most countries to make some headway 
against the strong inflationary currents being felt all over the world today. The 
first step is to reach a measure of consensus on the nature of the problem and on 
the policy choices open to us. 
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Graphique 7 


PERTES D’HEURES DE MAIN-D’OEUVRE ANNUELLES PAR SUITE DE CONFLITS DU TRAVAIL, EN 
POURCENTAGE DE L’ESTIMATION DES HEURES TOTALES TRAVAILLEES, ET VARIATIONS ANNUELLES 
DE L’INDICE DES PRIX A LA CONSOMMATION AU CANADA, DE 1913 A 1971 
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Sources; Ministére du Travail du Canada, Statistique Canada. 
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TABLEAU IV 
Indices d’agrégats économiques choisis—secteur commercial non agricole—Canada, 1952-1970 
1961 = 100 
a a i ee ee ee eee 
GDP W W GDPR W GDPR WwW 

WwW E H GDP GDPR GDPR GDP E E H H GDPR 
ce mr ee a a a ae ee ease ee 
LOS 2 ers 59.83 88 .53 92.62 59.32 67.40 88 .02 100.85 67.58 76.13 64.59 Pas 8 88.76 
1953 aes eee 65.02 89.90 93 .55 63.53 71.50 88.86 102.34 (ep SPs 79 .53 69.50 76.43 90 .93 
1954 ees 65.48 88.70 91.34 64.62 (PHY) 89.50 101.33 73.81 81.39 71.68 79 .04 90.69 
LOS Sa. ete cae 70.06 91.51 93 .73 71.56 79 .30 90.24 97.90 76.56 86.66 74.74 84.60 88 .34 
19508. t ee 79 .56 97.05 99.61 80.53 86.80 92.78 98 .80 81.98 89.44 79 .87 87.14 91.66 
19D eee 86.11 99 .85 101.80 86.06 88.60 97.13 100.07 86.24 88 .73 84.60 87.04 97.19 
LOS SO as. corres 86.92 97.29 98.78 87.17 89.10 97 .83 99.72 89.34 91.58 87.99 90 .20 97.55 
IES Ee ans a 92.80 99.68 101.32 93 .64 94.70 98 .88 99.10 93.10 95 .00 91.59 93 .46 97.99 
19605. .2.<. 55 Ae 96.87 99.60 100.57 96.92 96.50 100.43 99 .95 97.26 96.88 96.32 95 .95 100 .39 
L9G ers. 100 .00 100 .00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100 .00 100 .00 
1962 Bae ee 106.58 103 .40 103 .60 107.30 106.44 100.81 99 .33 103 .08 102.94 102.87 102.73 100.14 
19633 fae oh 113.39 106.21 105.89 115.19 111.54 103.27 98 .43 106.76 105 .03 107.08 105 .34 101.65 
19640 et. 123250 110.95 110.51 126.44 121.35 104.20 97.67 itis! 109.37 111.76 109.81 101.77 
1963 ee eee 138 .00 117.11 116.25 138.62 130.66 106.09 99.55 117.84 111.58 118.71 112.40 105.61 
19665 oe oe 155.30 122.69 120.36 153512 139.25 109 .96 101.42 126.57 113.50 129 .02 115.69 E1252 
19672 ae 169.44 124.70 121.78 164.52 144.61 113.77 102.99 135-87, 115297 139.13 118.75 117.16 
1968 er 182.03 125.50 int, Lid. 55 151.96 116.83 102.53 145.05 121.09 150.22 125.41 119.78 
1969 rasa es ee 203 .09 130.26 124.00 194.39 159.20 122.10 104.48 155.90 122-21 163.77 128 .38 127.57 
19708 ee 220.17 131.01 123 .64 207 .63 163.09 De ieat 106 .04 168.06 124.49 176.08 131.91 135.00 


a ee a a eee eee eee 


W = rémunération totale de la main-d’ceuvre; E = nombre d’employés; H = heures de main-d’ceuvre; PIB = produit intérieur brut au coit des facteurs, en 
dollars courants; PIBR = produit intérieur brut au cotit des facteurs, en dollars constants. 

SOURCES: estimations calculées a partir de données publiées et non publiées de Statistique Canada. W comprend les revenus du travail imputés aux travailleurs 
non salariés, aux individus établis 4 leur compte et a ceux qui, travaillant dans une entreprise a caractére familial, ne recoivent pas de rémunération. On trouvera 
dans le texte la description des hypothéses retenues par la Commission a ce sujet. 
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